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OVERSIGHT OF FEDERAL FINANCIAL 
MANAGEMENT 


WEDNESDAY, July 8, 2009 

House of Representatives, 

Subcommittee on Government Management, 
Organization, and Procurement, 
Committee on Oversight and Government Reform, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 2 p.m., in room 
2247, Rayburn House Office Building, Hon. Diane E. Watson 
(chairwoman of the subcommittee) presiding. 

Present: Representatives Watson, Cuellar, and Bilbray. 

Staff present: Bert Hammond, staff director; Valerie Van Buren, 
clerk; Adam Bordes and Deborah Mack, professional staff; Adam 
Fromm, minority chief clerk and Member liaison; Christopher 
Hixon, minority senior counsel; Jonathan Skladany, minority coun- 
sel; and Brien Beattie, minority professional staff member. 

Ms. Watson. The Subcommittee on Government Management, 
Organization, and Procurement of the Committee on Oversight and 
Government Reform will now come to order. Today’s hearing will 
review the outcomes of the Government Accountability Office’s 
[GAO’s], audit of the Federal Government’s consolidated financial 
statement for the fiscal year 2008. 

I am so sorry to announce that we have a vote on the floor and 
our key witness, Mr. Cuellar, is down voting. I am going to recess 
for the next 20 minutes. I think we have three votes, so please be 
patient. Thank you so much for coming. As soon as we finish, we 
shall return. Thank you so much. We appreciate your attendance. 

[Recess.] 

Ms. Watson. We want to come out of our recess. Since we are 
working against the clock, I am going to go on and make my open- 
ing statement while my staff tries to find our first witness. If we 
don’t get the first witness, we will go to the second panel. 

I thank you for your patience. I want to welcome you to this 
afternoon’s hearing on the Federal Government’s consolidated fi- 
nancial statements for 2008 and the subcommittee’s review of Fed- 
eral agencies’ progress to date in modernizing their management 
systems and internal controls. I welcome our distinguished wit- 
nesses and look forward to hearing all of your testimonies. 

As you know, we had this hearing scheduled for a previous date. 
We had to postpone that because of conflicts. 

I am pleased to state that some progress has been made since 
last year and for the second year running, GAO was able to offer 
unqualified opinions on the 2008 Statement of Social Insurance. In 

( 1 ) 
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2008, a total of 21 out of 24 CFO Act agencies received unqualified 
opinions for an increase of one additional clean audit opinion over 
last year. This is the highest total reported in the last 6 years. 
Also, I am happy to share that for the 4th year in a row, all major 
Federal agencies satisfied the 45 day financial audit deadline as 
mandated by the stringent reporting guidelines established by the 
0MB. 

Across the Government, the overall number of material weak- 
nesses decreased from 39 to 32, or 18 percent, mostly due to a de- 
cline in material weaknesses related to deficiencies in agency fi- 
nancial systems and security. The outstanding material weak- 
nesses are linked to deficiencies in financial management and re- 
porting; financial systems and security; property, plant, and equip- 
ment; and budgetary recording. Some of the changes needed to im- 
prove these areas are related to the financial preparation process; 
changes in information technology security; the receipt and the 
tracking of property, plant, and equipment; and funds control. 

The good news is that for the fifth consecutive year, there has 
been an almost 50 percent decrease in material weaknesses since 
the year 2001. 

However, throughout the Federal Government, agencies continue 
to demonstrate deficiencies that prevent the GAO from rendering 
an opinion on the U.S. Government’s consolidated financial state- 
ment. For the 12th year in a row, GAO was unable to render an 
opinion on the Federal Government’s consolidated financial report 
statement, mostly due to material weaknesses in financial report- 
ing. This is an area where change must occur without delay. 

We recognize that the Federal Government has recently under- 
taken drastic steps to stabilize the Nation’s financial markets and 
the long term effects of these actions in the midst of a recession 
are unknown. This is all the more reason why Federal agencies 
must be more aggressive in streamlining their management sys- 
tems and operations. 

Mr. Dodaro, I will be interested in hearing your comments re- 
garding the status of Federal agencies’ efforts to put in place effec- 
tive management systems and internal controls in this time of lim- 
ited resources and how Federal agencies can expedite their efforts 
to address weaknesses related to financial reporting, systems man- 
agement, and improper payments. 

I also look forward to hearing Mr. Gregg’s comments regarding 
the impact of the ongoing recession and last year’s action by the 
Federal Government to stabilize the markets on our Nation’s future 
financial condition. 

In addition, we will hear from Ms. Sherry and Mr. Spoehel re- 
garding the changes their agencies are making to improve their 
protocols related to financial reporting and management systems. 

As we review the performance of our Federal agencies today, we 
will also hear from Congressman Henry Cuellar about the legisla- 
tion he has sponsored — if we can find him — H.R. 2142: The Govern- 
ment Efficiency, Effectiveness, and Performance Improvement Act 
of 2009. The intent of Mr. Cuellar’s legislation is to buildupon the 
Government Performance and Results Act of 1993 by requiring that 
every Federal program be assessed at least once every 5 years. The 



3 


legislation also requires the Performance Improvement Council and 
agency improvement officers to comply. 

Once again, I would like to thank the panelists for joining us 
today. We look forward to your testimony. 

Ms. Watson. Members who come in, without objection we will 
have them put their statements on the record. I will allow the mi- 
nority member, the ranking member, to make an opening state- 
ment. We hope that we get other Members, and if so, they can 
make a very short statement. 

But what I am going to do is call up the second panel. So I am 
going to ask the second panel to come up. We will start with Mr. 
Dodaro and then he will be followed. You can sit in the order that 
you see your name tags. 

Now, it is the committee’s policy that witnesses be sworn in. I 
would like the members of the panel to now stand. I will admin- 
ister the oath. Would you please raise your right hands? 

[Witnesses sworn.] 

Ms. Watson. Thank you. Let the record show that the witnesses 
have answered in the affirmative. You may now be seated. 

Mr. Dodaro is the Acting Comptroller General of the United 
States and the head of the Government Accountability Office, the 
investigative and auditing agency for the Congress. He has held 
such positions as Chief Operating Officer and the head of the 
GAO’s Accounting and Information Management Division over the 
course of his distinguished career with the agency. 

I ask that each of the witnesses now give a brief summary of 
their testimony. Keep this summary under 5 minutes if you can. 
Your complete written statement will be included in the hearing 
record. 

Let me go on and introduce Mr. Richard L. Gregg who has served 
at the Department of Treasury with distinction for 36 years. Prior 
to his retirement, Mr. Gregg was the Commissioner of the Finan- 
cial Management Service for 9 years. Before that, he served as the 
Commissioner of the Bureau of the Public Debt for 10 years. Mr. 
Gregg has also held numerous other management positions at the 
Treasury Department during his long career. 

So let us start now with Mr. Dodaro. Please proceed. 

STATEMENTS OF GENE L. DODARO, ACTING COMPTROLLER 

GENERAL OF THE UNITED STATES; AND RICHARD L. GREGG, 

ACTING FISCAL ASSISTANT SECRETARY, U.S. DEPARTMENT 

OF THE TREASURY 

STATEMENT OF GENE L. DODARO 

Mr. Dodaro. Good afternoon. Madam Chairwoman. I appreciate 
the opportunity to be with you today to discuss GAO’s audit of the 
consolidated financial statements for the Federal Government for 
fiscal year 2008. 

As you pointed out in your opening statement, this year for 2008 
like prior years, we were unable to give an opinion on the overall 
consolidated financial statements on accrual basis largely due to a 
wide range of serious deficiencies. But two that I would single out, 
one would be serious and longstanding problems at the Department 
of Defense, and two is the inability to reconcile transactions that 
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take place among Federal Government agencies. Those have heen 
problems from the very beginning and remain problems today, al- 
though progress is being made. 

As you noted in your opening statement, 21 departments and 
agencies were able to get clean opinions this past year. That is 
clearly notable progress and we are pleased to see that. That com- 
pares to only 6 of the 24 agencies when the CFO Act implementa- 
tion requirements were made Government-wide back in 1996. So 
that is clear progress. 

The issues that remain, however, are significant. The three that 
do not have clean audit opinions are three of the largest Federal 
departments: DOD, the Department of Homeland Security, and 
NASA. So those agencies need to continue to work on their prob- 
lems and make progress like the rest of the Federal agencies across 
the Government. 

Now as you mentioned, last year since we prepared our audit on 
Treasury’s financial statements, there have been significant efforts 
made through the Economic Stabilization Act to create the Trou- 
bled Asset Relief Program and also the American Recovery and Re- 
investment Act. Both of those programs authorize huge sums of 
money, in one case $700 billion and in the case $787 billion. They 
bring new financial management challenges to the Federal depart- 
ments and agencies, so those issues will have to be worked on this 
year. 

But they also bring new requirements to Treasury to finance the 
Government’s operations. If I could direct your attention to the 
charts, I would like to show the impact that it is having on the 
Federal Government’s financial position. We are going to use the 
first one, please. 

The first one shows debt held by the public and how that has 
changed. Madam Chairwoman. The debt held by the public in fiscal 
year 2001 was $3.3 trillion or about 33 percent of the gross domes- 
tic product. By fiscal year 2008, that had jumped to $5.8 trillion 
and almost 41 percent of the gross domestic product. That is before 
some of these huge new initiatives had been approved. Next year’s 
projection is that the debt held by the public will go to $8.5 trillion 
or almost 60 percent of the gross domestic product. Also, the cur- 
rent debt ceiling for the Federal Government is $12.1 trillion. That 
is likely going to have to be raised again this year to accommodate 
financing these operations. 

The next chart shows what the future could look like. The blue 
line projection is the CBO’s baseline extended which shows that we 
are headed to historical high levels. The largest debt that we have 
ever had as a percent of gross domestic product occurred during 
World War II. At that point it was 109 percent of the gross domes- 
tic product. Our projections show that it could reach that level 
again as early as around 2020, between 2020 and 2025, unless 
some action is taken. 

The last chart I will show gives you some idea of the magnitude 
of the gap that is occurring. Basically, the Federal Government is 
on an unsustainable long term fiscal path. This shows right now 
in 2008 the revenue that is expected to be collected, represented by 
the line, is not enough to fund the entire Federal Government’s ac- 
tivities and so we borrow the rest of the money. That borrowing is 
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going to go up in 2019 and by 2020, unless some action is taken, 
we would only have enough money to pay interest on the national 
debt. That is the blue bar at the bottom. The green bar is Social 
Security payments to individuals. The red bar is Medicare and 
Medicaid. We wouldn’t even have enough money to pay that. And 
the orange is all the rest of the Federal Government, including the 
Department of Defense. So this is a very serious issue. 

Clearly, our Government had to move to deal with stabilizing the 
banking system. Clearly, the Government had to move to deal with 
the economic downturn, which is very serious. But that same level 
of intensity needs to be focused on a long term plan to bring the 
Federal Government’s financial situation on a more sustainable 
long term path. 

That concludes my opening statements. Madam Chairwoman. I 
would be happy to answer questions at the appropriate time. 

[The prepared statement of Mr. Dodaro follows:] 
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Congress and the President need 
reliable, useful, and timely financial 
and performance information to 
make sound decisions and conduct 
effective oveisight of federal 
government programs and policies. 

Except for the 2008 and 2007 
Statements of Social Insurance, 
GAO has been unable to provide 
assurance on the reliability of the 
CFS due primarily to inadequate 
systems and lack of sufficient, 
reliable evidence to support certain 
material information in the CFS. 
Unless these weaknesses are 
adequately addressed, they will, 
among other things, (i) hamper the 
federal government's ability to 
reliably report a significant portion 
of its assets, liabilities, costs, and 
other related information; and (2) 
affect the federal government’s 
ability to reliably measure the full 
cost as well as the financial and 
nonfinancial performance of 
certain programs and activities. 

This testimony presents the results 
of GAO's audit of the CFS for fiscal 
year 2008 and discusses federal 
financial management challenges 
and the long-term fiscal outlook. 


What GAO Recommends 


Over the years, GAO has made 
numerous recommendations 
directed at improving federal 
financial management. The federal 
government has generally taken or 
plans to take actions to addre^ our 
recommendations. 


View GAO-09-805T or key components. 

For more information, contact Jeanette M. 
Franzel or Gary T. Engel a! (202) 512-26(H)or 
Susan J. Irving at (202) 512-6808. 


FISCAL YEAR 2008 U.S. GOVERNMENT 
FINANCIAL STATEMENTS 

Federal Government Faces New and Continuing 
Financial Management and Fiscal Challenges 


What GAO Found 

For the second consecutive year, GAO rendered an unqualified opinion on the 
Statement of Social Ir^urance; however, three major impediments continued 
to prevent GAO from rendering an opinion on the federal government's 
accrual bt^is consolidated financial statements: (1) serious financial 
management problems at the Department of Defense, (2) the federal 
government's inability to adequately account for and reconcile 
intragovemmental activity and balances between federal agencies, and (3) the 
federal government's ineffective process for preparing the consolidated 
financial statements. In addition, as of September 30, 2008, the federal 
government did not maintain effective internal controls over financial 
reporting and compliance with significant laws and regulations due to 
numerous material weaknesses. Moreover, financial management system 
problems continue to hinder federal agency accountability. 

The federal government still has a long way to go, but over the years, progress 
has been made in improving federal financial management. For example, 
audit results for many federal agencies have improved; federal financial 
system requirements have been developed; and accounting and reporting 
standards have continued to evolve to provide greater transparency and 
accountability over the federal government’s operations, financial condition, 
and fiscal outlook. In addition, the federal government issued a summary 
financial report which is intended to make the information in the Financial 
Report of the U.S. Government more understandable and accessible to a 
broader audience. 

The federal government’s response to the financial markets crisis and 
economic downturn has created new federal accountability, financial 
reporting, and debt management challenges. Such challenges will require 
utmost attention to ensure (I) that sufficient internal controls and 
transparency are established and maintained for all market stabilization and 
economic recovery initiatives; (2) that all related financial transactions are 
reported on time, accurately, and completely; and (3) these initiatives are 
effectively and efficiently financed. Moreover, while policymakers are 
currently understandably focused on efforts directed toward market 
stabilization and economic growth, once stability in financial markets and the 
economic downturn are addressed, attention will have to be turned with the 
same level of intensity to the serious longer-term challenges of addressing the 
federal government’s large and growing structural deficits and debt. 

Finally, the federal government should consider the need for further revisions 
to the current federal financial reporting model to recognize its unique needs. 

A broad reconsideration of issues, such as the kind of information that may be 
relevant and useful for a sovereign nation, could lead to reporting 
enhancements that might help provide the Congress and the President with 
more useful financial information to deliberate and monitor strategies to 
address the nation’s long-term fiscal challenges. 

Unitwri States Government Accountability Office 
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Madam Chairwoman, Ranking Member Bilbray and Other Members of the 
Subcommittee: 

I appreciate the opportunity to be here today to discuss our report on the 
U.S. government’s consolidated financial statements for fiscal years 2008 
and 2007. The need for continued progress in improving federal financial 
management and accountability to the American people is more critical 
now than ever given the unprecedented actions that the federal 
government has taken and continues to take to address the economic 
downturn and restore stability to financial markets. I would like to 
commend you for continuing the annual tradition of oversight hearings on 
this important subject. The involvement of your subcommittee is critical to 
ultimately assuring such progress. 

Importantly, the ultimate effect of recent unprecedented actions on the 
federal government’s financial condition are not yet fully known and will 
not be fully reflected in the U.S. government’s consolidated financial 
statements and The Budget of the United States Government until fiscal 
year 2009 and beyond. However, the breadth and magnitude of such 
actions will likely have a significant effect, Under the American Recovery 
and Reinvestment Act of 2009, ' hundreds of billions of dollars are slated 
for, among other things, new or additional spending for investments in 
infrastructure and science, education and training, health programs, 
investments in energy infi^tnicture and programs, assistance to 
unemployed workers, health insurance assistance, health information 
technology, and state fiscal relief In addition, under the Housing and 
Economic Recovery Act of 2008 and the Emergency Economic 
Stabilization Act of 2008,* additional hundreds of billions of dollars of 
federal funding will include capital and loans to support and sustain key 
finzincial institutions and other businesses, loans to assist certain 
borrowers in trouble on their mortgages, and insurance for certain 
securitized loans. The federal government’s response to the current 
economic downturn and financial crisis has created additional 
accountability, financial reporting, and debt management challenges. 

While there are new and many existing challenges to federal 
accountability and reporting, we also cite in our reports improvements 
made over the past decade. With this backdrop, our testimony today 


'Pub. L. No. 111-5 (Feb. 17, 2009). 

*Pub. L. No. 110-289 (July 30. 2008) and Pub. L. No. 110-343 (Oct, 3, 2008), respectively. 
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discusses (1) the m^or issues relating to the consolidated financial 
statements for fiscal years 2008 and 2007, including the significant 
remaining impediments to an opinion on the consolidated financial 
statements; (2) financial management systems problems that continue to 
hinder federal agency accountability; (3) new federal accountability, 
financial reporting, debt management challenges created by the 
federal government’s fiscal response to the financial crisis and economic 
downturn; (4) challenges posed by the federal government’s current long- 
term fiscal outlook; and (5) the need for an improved federal financial 
reporting model. 

Both the consolidated financial statements and our related audit report are 
included in the fiscal year 2008 Financial Report of the United States 
Government (Financial Report).^ Our audit report would not be possible 
without the commitment and professionalism of Inspectors General 
throughout the federal government who are responsible for annually 
auditing the financial statements of individual federal agencies. The 
Financial Report was issued by the Department of the Treasury 
(Treasury) on December 15, 2(M38.^ At that time, Treasury and the Office of 
Management and Budget (0MB) in coordination with GAO also issued, for 
the second year, a summary financial report, entitled The Federal 
Government’s Financial Health: A Citizen’s Guide to the 2008 Financial 
Report of the United States Government. This guide, which is included in 
the printed Financial Report, as well as printed separately, is intended to 
make the information in the Financial Report more understandable and 
more accessible to a broader audience. Both of these reports are available 
through GAO’S Internet site, at 

http;//www.gao.gov/financial/fy2008financialreport,html and Treasury’s 
Internet site, at http://www.fms.treas.gov/fr/index.html. 


^Our audit work on the U.S. government’s consolidated financial statements was conducted 
in accordance with U.S. generally accepted government auditing standards, 

^Also, see GAO, Understanding the Primary Components of the Annual Financial Report 
of the United Stales Government, GAO-05-958SP (Washington, D.C.; September 2005), 
which was prepared to help those who seek to obtain a better understanding of the 
Financial Report. 
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Summary 


Certain material weaknesses" in financial reporting and other limitations 
on the scope of our work resulted in conditions that for the 12th 
consecutive year prevented us from providing the Congress and the 
American people an opinion on the federal government’s financial 
statements other than the 2008 and 2007 Statements of Social Insurance/' 
However, since the enactment of key financial management reforms in the 
1990s, the federal government has made significant progress in improving 
financial management activities and practices. As shown in appendix I, 21 
of 24 Chief Financial Officers (CFX)) Act agencies were able to att ain 
unqualified audit opinions on their fiscal year 2008 financial statements.’ 

In contrast, only 6 CFO Act agencies received unqualified audit opinions 
for fiscal year 1996. In addition, federal financial systems requirements 
have been developed. Also, accounting and financial reporting standards 
have continued to evolve to provide greater transparency and 
accountability over the federal government’s operations, financial 
condition, and fiscal outlook. Further, fiscal year 2008 marked the third 
year in which the Statement of Social Insurance has been provided as a 
basic financial statement* The Statement of Social Insurance displays the 
present value* of projected revenues and expenditures for scheduled 


®A material weakness Is a significant deficiency, or combination of significant deficiencies, 
that results in more than a remote likelihood that a material ntisstatement of the financial 
statements will not be prevented or detected. A significant deficiency is a control 
deficiency, w combination of control deficiencies, that adversely affects the entity’s ability 
to initiate, authorize, record, process, or report financial data reliably in accordance with 
generally accepted accounting principles such that there is more than a remote likelihood 
that a misstatement of the entity's financi^ statements that is more than inconsequential 
will not be prevented or detected. A control deficiency exists when the design or operation 
of a control does not allow man^ement or employees, in the normal course of performing 
their assigned functions, to prevent or detect misstatements on a timely basis. 

■^rhe consolidated financial suicments other than the Statement of Social Insurance are 
referred to as the accrual basis consolidated financial statements. Most revenues reported 
in these financial statements arc recorded on a modified cash basis. 

’TTic 21 agencies include the Department of State. As of the date of our audit report, the 
auditors had disclaimed an opinion on the Department of Slate's fiscal year 2008 financial 
statements; however, because the department subsequently provided the auditors with 
sufficient evidential material to support the counts reported on its financial vStatenionfs, 
the auditors issued a second report, replacing the first, with an unqualified opinion of the 
Department of State’s fiscal year 2008 financial statements. 

“We disclaimed an opinion on the fiscal year 2006 consolidated financial statements, 
including the Statement of Social Insurance. Social insurance programs included in the 
Statement of Social Insurance are Social Security, Medicare, Railroad Retirement, and 
Black Lung. 

Present value is the discounted value of a payment or stream of payments to be received 
or paid in the future, taking into consideration a specific interest or discount rate. 
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benefits of certain benefit programs that are referred to as social 
insurance (e.g., Social Security, Medicare). Importantly, we were able to 
render unqualified opinions on the 2008 and 2007 Statements of Social 
Insurance. 

The federal government, however, still has a long way to go to address 
several principal challenges to fully achieving an exemplary level of 
federal financial management." For example, three major impediments 
continue to prevent GAO from rendering an opinion on the federal 
government’s accrual basis consolidated financial statements: (1) serious 
financial management problems at the Department of Defense (DOD), (2) 
the federal government’s inability to adequately account for and reconcile 
intragovemmental activity and balances between federal agencies, and (3) 
the federal government’s ineffective process for preparing the 
consolidated financial statements. Further, in our opinion, the federal 
government did not maintain effective internal controls over financial 
reporting (including safeguarding assets) and compliance with significant 
laws and regulations as of September 30, 2008, due to numerous material 
weaknesses. Moreover, financial management system problems continue 
to hinder federal agency accountability. 

The problems and challenges identified by our audit need to be viewed in 
conjunction with new challenges that have emerged from more recent 
developments. Of particular importance is the fact that as of June 26, 2009, 
federal debt held by the public as reported by Treasury was over $1 trillion 
greater than what it had reported as of the end of fiscal year 2008. The 
increase in federal debt held by the public, which resulted largely from the 
federal government’s fiscal response to the crisis in our financial markets 
and the economic downturn, create new federal accountability, financial 
reporting, and debt management challenges. While we acknowledge that 
the new President, the new Congress, and the American people have been 
understandably focused on addressing current problems with financial 
markets and responding to the economic downturn, and the increased 
borrowing such efforts entail, the nation’s long-term fiscal challenge must 
be addressed. As we reported in our March 2009 fiscal outlook update," 
our projections continue to show escalating and persistent debt that 


"GAO, Critical Accountability and Fiscal Stewardship Cftallenges Facing Our Nation, 
GAO-07-542T (Washington. D.C.: Mar. 1, 2007)- 

"GAO, The Nation's Long-Term Fiscal Outlook: March 2009 Update, GAO-09'-105SP 
(Washington, D.C.; March 2009). 
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illustrates the long-term fiscal path is unsustainable. We believe that the 
nation will need to apply the same level of intensity to this long-teim fiscal 
challenge as is being directed to addressing the economic downturn and 
the current problems with financial markets. 

Given the federal government’s current financial condition and the 
nation’s longer-term fiscal challenges, the need for the Congress and 
federal policymakers and management to have reliable, useful, and timely 
financial and performance information is greater than ever. Sound 
decisions on the current results and future direction of vital federal 
government programs and policies are more difficult without such 
information. Information included in the Financial Report, such as the 
Statement of Social Insurance along with long-term fiscal simulations and 
fiscal sustainability reporting, can help increase understanding of the 
federal government’s long-term fiscal outlook. 


Highlights of Meyor 
Issues Related to the 
U.S. Government’s 
Consolidated 
Financial Statements 
for Fiscal Years 2008 
and 2007 


As has been the case for the previous 1 1 fiscal years, the federal 
government did not maintain adequate systems or have sufficient, reliable 
evidence to support certain materia information reported in the U.S. 
government’s accrual basis consolidated financial statements. The 
underlying material weaknesses in internal control, as summarized on the 
following page, which generally have existed for years,'* contributed to our 
disclaimer of opinion on the U.S. government’s accrual basis consolidated 
financial statements for the fiscal years ended 2008 and 2007.'^ 


We previously reported that certain material weaknesses prevented us from expressing an 
opinicHi on the consolidated financial statements of the U.S. government for fiscal years 
h»7 through 2006 and on the accrual basis consolidated financial siatements of the U.S. 
government for fiscal year 2007. 

‘*A more detailed description of the material weaknesses that contributed to our disclaimer 
of opinion, including the primary effects of these material weaknesses on the accrual basis 
consolidated financial .statements and on the management of federal government 
operaUons, can be found cm pages ira througli 184 of the Financial Report. 
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In summary, the material weaknesses that contributed to our disclaimer of opinion on 

the accrual basis consolidated financial statements were the federal government's 

inability to: 

• satisfactorily determine that property, plant, and equipment and inventories and 
related prc^Jerty, primarily held by the DOD, were property reported in the accrual 
basis consolidated financial statements: 

• reasonably estimate or adequately support amounts reported for certain liabilities, 
such as environmental and disposal liabilities, or determine whether commitments 
and contingencies were complete and properly reported; 

• support significant portions of the total net cost of operations, most notably related 
to DOD, and adequately reconcile disbursement activity at certain agencies; 

• adequately account for and reconcile intragovernmental activity and balances 
between federal agencies; 

• ensure that the federal government’s accrual basis consolidated financial 
statements were (1) consistent with (he underlying audited agency financial 
statements. (2) properly balanced, and (3) in conformity with generally accepted 
accounting principles (GAAP); and 

• identity and either resolve or explain material differences that exist between certain 
components of the budget deficit reported in Treasury’s records, which are used to 
prepare the Reconciliation of Net Operating Cost and Unified Budget Deficit and 
Statement of Changes in Cash Balance from Unified Budget and Other Activities, 
and related amounts reported in federal agencies' financial statements and 
underivina financial information and records. 


Due to the materiaJ weaknesses and the additional limitations on the 
scope of our work, as discussed in our audit report, there may also be 
additional issues that could alfect the accrual basis consolidated financial 
statements that have not been identified. 

In addition to the materiaJ weaknesses that contributed to our disclaimer 
of opinion, which are discussed above, we found three other material 
weaknesses in internal control as of September 30, 2008, These other 
material weaknesses were the federal government’s inability to: 

• determine the full extent to which improper payments occur and 
reasonably assure that appropriate actions are taken to cost-effectively 
reduce improper payments, 

• identify and resolve information security control weaknesses and 
manage information security risks on an ongoing basis, and 

• effectively man^e its tax collection activities. 


”a more detailed discussion of these weaknesses, including the primary effects of the 
material weaknesses on the accrual basis consolidated financial statements and on the 
management of federal government operations, can be found on pages 185 through 187 of 
the Financial Report. 
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Further, our audit report discuses certain significant deficiencies in 
internal control at the govemmentwide level. These significant 
deficiencies involve the following areas: 

• implementing effective credit reform estimation and related financial 
reporting processes for loans receivable and loan guarantee liabilities 
at certain federal credit agencies, and 

• preparing the Statement of Social Insurance for certain programs. 


Individual federal agency financial statement audit reports identify 
additional control deficiencies, which were reported by agency auditors as 
either material weaknesses or significant deficiencies at the individual 
agency level. We do not consider these additional control deficiencies to 
represent material weaknesses or significant deficiencies at the 
governmentwide level. Also, due to the issues noted throughout our audit 
report, additional material weaknesses and significant deficiencies may 
exist that were not identified and reported. 


Addressing Major 
Impediments to an Opinion 
on the Accrual Basis 
Consolidated Financial 
Statements 


Three mgjor impediments to our ability to render an opinion on the U,S. 
government’s accrual basis consolidated financial statements continued to 
be: (1) serious financial management problems at DOD, (2) the federal 
government’s inability to adequately account for and reconcile 
intragovemmental activity and balances between federal agencies, and 
(3) the federal government’s ineffective process for preparing the 
consolidated financial statements. Extensive efforts by DOD officials and 
cooperative efforts between agency chief financial officers, Treasury 
officials, and 0MB officials will be needed to resolve these serious 
obstacles to achieving an opinion on the U.S. government’s accrual basis 
consolidated financial statements. 


Financial Management at DOD Essential to further improving financial management govemmentwide and 
ultimately to achieving an opinion on the U.S, government’s consolidated 
financial statements is the resolution of serious weaknesses in DOD’s 
business operations. Reported weaknesses in DOD’s business operations, 
including financial management, adversely affect the reliability of financial 
data, and the economy, efficiency, and effectiveness of its operations, and 
prevent DOD from producing auditable financial statements, 


"^See page 188 of the Financial Report for more details on tliese significant deficiencies. 


Page 7 


GAO-09-805T 



15 


DOD continues to dominate GAO’s list of high-risk programs designated as 
vulnerable to waste, fraud, abuse, and mismanagement, bearing 
responsibility, in whole or in part, for 15 of 30 high-risk areas. Eight of 
these areas are specific to DOD and include DOD’s overall approach to 
business transformation, as well as business systems modernization and 
financial mant^ement. 

The National Defense Authorization Act (NDAA) for Fiscal Year 2008,'^ 
codified Chief Management Officer (CMO) responsibilities at a high level 
in the department — assigning them to the Deputy Secretary of Defense — 
and establishing a full-time Deputy CMO (DCMO) and designating CMO 
responsibilities within the military services. While both of these positions 
are now in place at DOD, the CMO is not a separate, full-time position, and 
the IX^MO, although ftill-time, does not have decision-making authority. 

Importantly, DOD has taken steps toward developing and implementing a 
framework for addressing the department’s long-standing financial 
management weaknesses with the goals of enabling the department to (a) 
provide timely, reliable, and accurate financial management information to 
decisionmakers; (b) sustain improvements; and (c) achieve financial 
statement auditability. Specifically, this framework, which is discussed in 
both the department’s Enterprise Transition Plan (ETP)'® and the Financial 
Improvement and Audit Readiness (FIAR) Plan,‘® includes the 
department’s Standard Financial Information Structure (SFIS) and 
Business Enterprise Information System (BEIS). DOD intends this 
framework to define and put into practice a standard DOD-wide financial 
management data structure as well as enterprise-level capabilities to 
facilitate reporting and comparison of financial data across the 
department. DOD’s most recent FIAR plan update indicates that it has 


‘®GA0, High-Risk Series: An Update, GAO-09-271 (Washington. D.C.: January 2009). 

'Tub. L. No. 110-181, Div. A, title JX § 904 (Jan, 28, 2008). 

"hlie ETP is intended to describe how DOD will transition from its current or “as is” 
operational cnvironnient to its intended or "to be" operational capabilities. The Business 
Ttansformation Agency is the DOD agency responsible for DOD's business transformation 
and the development and implementation of the ETP. 

"^DOD’s FIAK Plan, initially issued in December 2005 and updated twice annually, is 
intended lo provide DOD components with a framework for resolving problems affecting 
the accuracy, reli^ility, and timeliness of financial information and obtaining clean 
financial statement audit opinions. 
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implemented SFIS in legacy accounting systems for several components, 
including the Air Force and Marine Corps. 

We recently analyzed DOD’s FIAR Plan, and found the plan does not yet 
provide the department or its components with clear, consistent, and 
specific guidance for implementing, measuring, and sustaining corrective 
actions, and for reporting incremental progress. Our report made several 
recommendations designed to increase the FIAR Plan’s effectiveness as a 
strategic and management tool for guiding, monitoring, and reporting on 
financial man^ement improvement efforts and increasing the likelihood 
of meeting the department’s goal of financial statement auditability.^ DOD 
management concurred with our recommendations and has begun 
initiatives to address our concerns. 

While further improvement is needed, DOD's recent FIAR plans indicate 
many continuing efforts to achieve financial statement auditability, as well 
as new initiatives, including the following: 

• Focusing on improvements in end-to-end business processes, or 
segments,^' that underlie the amounts reported on the financial 
statements. 

• Updating auditability assertion criteria to require that only personnel 
with sufficient objectivity assess the readiness of a segment for audit. 

• Ensuring sustainability of corrective actions and auditability by fully 
implementing the requirements of 0MB Circular No. A-123, Appendix 
A, which requires an annual assessment and statement of assurance 
regarding the continued effectiveness of internal control over financial 
reporting. 

• Forming working groups to address issues in areas such as real 
property cost management and imputed cost, and Fund Balance with 
Treasury. 

• Implementing the Defense Agencies Initiative, with the goal of 
achieving an auditable standardized system for smaller other defense 
organizations. 


^“GAO, Financial Management: Achieving Financial Statement Audilability in the 
Department GAO-09-373 (Washington, D,C,: May 6, 2009), 

■'DOD defines a se^ent as a component of an entity’s business and financial environment, 
A segment can include (1) complete or partial business processes; (2) financial systems, 
business sys^ms, or both; or (3) commands or installations. According to DOD, the 
environment’s complexity, materiality, and timing of corrective actions are all factors that 
arc taken into consideration when defining a segment. 
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A recent notable success for the department was the U.S. Army Corps of 
Engineere (USAGE), Civil Works' ability to achieve an unqualified audit 
opinion for fiscal year 2008. This accomplishment was the result of a 
sustained commitment on the part of management to improve USAGE’S 
business systems, processes, and controls. In contrast to this success, 
however, other DOD components’ recent assertions of audit readiness 
have failed to withstand auditor scrutiny. 

We are encouraged by DOD’s efforts and will continue to monitor DOD’s 
efforts to transform its business operations and address its financial 
management challenges. In the near future, we plan to review DOD’s: 

• process and controls over budgetary execution and accounting; 

• component enterprise resource planning efforts for adherence to 
budget and schedule and the identification of common issues among 
these efforts that have impeded successful implementation; 

• integration of strategic plans within the department that are intended 
to address, monitor, and report progress and status of financial 
management weaknesses; 

• component design and implementation of financial improvement 
plans; and 

• component corrective plans and actions designed to bring financial 
reporting segments to audit readiness. 

Intragovemmentai Activity and Federal agencies are unable to adequately account for and reconcile 
Balances intragovemmentai activity and balances. 0MB and Treasury require the 

CFOs of 35 executive departments and agencies to reconcile, on a 
quarterly basis, selected intragovemmentai activity and balances with 
their trading partners. In addition, those agencies are required to report to 
Treasury, the agency’s inspector general, and GAO on the extent and 
results of intragovemmentai activity and balances reconciliation efforts as 
of the end of the fiscal year. GAO has identified and reported on numerous 
intragovemmentai activities and balances issues and has made several 
recommendations to Treasury and 0MB to address those issues. Treasury 
and 0MB have generally taken or plan to take actions to address these 
recommendations. 

A substantial number of the agencies did not adequately perform the 
required reconciliations for fiscal years 2008 and 2007. For these fiscal 
years, based on trading partner information provided to Treasury through 
agencies’ closing packages. Treasury produced a “Material Difference 
Report” for each agency showing amounts for certain intragovemmentai 
activity and balances that significantly differed from those of its 
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corresponding trading partners as of the end of the fiscal year. Based on 
our analysis of the “Material Difference Reports” for fiscal year 2008, we 
noted that a significant number of CFOs were unable to adequately explain 
the differences with their trading partners or did not provide adequate 
documentation to support responses on the CFO Representations. For 
both fiscal years 2008 and 2007, amounts reported by federal agency 
trading partners for certain intragovemmental accounts were not in 
agreement by significant amounts. In addition, there are hundreds of 
billions of dollm^ of unreconciled differences between the General Fund 
and federal agencies related to appropriation and other intragovemmental 
transactions. The ability to reconcile such transactions is hampered 
because only some of the General Fund is reported in the Department of 
file Treasury’s financial statements. As a result of the above, the federal 
government’s ability to determine the impact of these differences on the 
amounts reported in the accrual basis consolidated financial statements is 
significantly impaired. 

In 2006, 0MB issued Memorandum No. M-07-03, Business Rules for 
Intragovemmental Transactions (Nov, 13, 2006), and Treasury issued the 
Treasury Financial Manual Bulletin No. 2007-03, Intragovemmental 
Business Rules (Nov. 15, 2006). This guidance added criteria for resolving 
intragovemmental disputes and major differences between trading 
partners for certain intragovemmental transactions and called for the 
establishment of an Intr^ovemmental Dispute Resolution Committee. 

0MB is currently working with the Chief Financial Officers Council to 
create the Intragovemmental Dispute Resolution Committee.^ 0MB is also 
using a “Watch List” that lists federal agencies with large 
intragovemmental imbalances. The Watch list was developed to facilitate 
reductions in some of the largest intragovemmental imbalances, bring 
federal agency reporting into alignment with the Intragovemmental 
Business Rules, bring the appropriate representatives together from the 
respective agencies, and document the issues and resolutions. 

Treasury is also taking steps to help resolve material differences in 
intragovemmental activity and balances. For example, Treasury is 
requiring federal agencies to provide documentation on how and when the 
agencies are resolving certain of their unresolved material differences. 


U.S. Chief Financial Officers Council is an organization of the CFX)s and Deputy 
CFOs of the largest federal agencies and senior officials of 0MB and Treasury who work 
collaboratively to improve financial management in the U.S. government. 
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Resolving the intragovemmental transactions problem remains a difficult 
challenge and will require a strong commitment by federal agency 
leadership to fully implement the required business rules and continued 
strong leadership by OMB and Treasury. 

Preparing the Consolidated While further progress was demonstrated in fiscal year 2008, the federal 

Financial Statements government continued to have inadequate systems, controls, and 

procedures to ensure that the consolidated financial statements are 
consistent with the underlying audited agency financial statements, 
properly balanced, and in conformity with U.S. GAAP.^^ Treasury’s process 
for compiling the consolidated financial statements demonstrated that 
amounts in the St^ement of Social Insurance were consistent with the 
underlying federal agencies’ audited financial statements and that the 
Balance Sheet and the Statement of Net Cost were also consistent with 
federal agencies’ financial statements prior to eliminating 
intragovemmental activity and balances. However, Treasury’s process did 
not ensure that the information in the remaining three principal financial 
statements was fully consistent with the underlying information in federal 
agencies’ audited financial statements and other financial data. During 
fiscal year 2008, Treasury, in coordination with OMB, continued 
implementing corrective action plans and made progress in addressing 
certain internal control deficiencies we have previously reported regarding 
the process for preparing the consolidated financial statements. Resolving 
some of these internal control deficiencies will be a difficult challenge and 
will require a strong commitment from Treasury and OMB as they 
continue to implement their corrective action plans. 


Federal Agencies’ 
Financial 

Management Systems 


Under the Federal Financial Management Improvement Act of 1996 
(FFMIA), as a part of the CFO Act agencies’ financial statement audits, 
auditors are required to report whether agencies’ financial management 
systems comply substantially with (1) federal financial management 
systems requirements, (2) applicable federal accounting standards, and (3) 


^*Most of the issues regarding the preparstfion of the consolidated financial statements that 
we identified in fiscal year 2008 existed in fiscal year 2007, and many have existed for a 
number of years. In April 2009, we reported the issues we identified to Treasury and OMB 
and provided new recommendations for corrective action and discussed the status of 
certain previously issued recommendations in GAO, Financial Axuiit: Material 
Weaknesses in Internal Control Conlinite to Impact Preparation of the Consolidated 
Financial Statements of the U.S. Government, GAO-09-387 (Washington, D.C.: Apr. 21, 
2009). Treasury and OMB have generally taken or plan to take actions to address the 
recommendations we have made in this area. 
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the U.S. Government Standard General. Ledger (SGL) at the transaction 
level.*^ These f^ore, if implemented successfully, help provide a solid 
foundation for improving accountability over federal government 
operations and routinely producing sound cost and operating performance 
information. Over a decade has passed since FFMIA was enacted and the 
majority of agencies still do not have reliable, useful, and timely financial 
information with which to make informed decisions and ensure 
accountability on an ongoing basis. In fiscal year 2008, auditors reported 
14 out of 24 CFO Act agencies’ financial management systems were not in 
substantial compliance with one or more of the three FFMIA requirements 
and the lack of compliance with federal financial management systems 
requirements was the most frequently cited deficiency of the three FFMIA 
requirements. 

In addition, on January 9, 2009, 0MB issued a revised Circular No. A-127, 
Pinandad Management Systems, which redefines federal financial 
management systems requirements. We are concerned that the revised 
circular substantially reduces the scope and rigor of compliance testing 
for agency financial management systems, omits compliance with the SGL 
from the compliance indicators, and eliminates existing federal financial 
management systems requirements for the financial portion of mixed 
systems. Without independent auditor assessments of the financial portion 
of mixed systems’ capabilities and compliance with these requirements, 
the Congress and agency management cannot be assured that data in these 
systems and not included in agency financial statements are reliable, 
resulting in increased risk of making operating, budget, and policy 
decisions based on faulty data reported in the financial portion of mixed 
sy.stems — such as benefit payment, logistics, and acquisition systems — 
which are the source of data for the core financial vsystem. Because of the 
importance of such data to routinely providing reliable, useful, and timely 
financial information for managing day-to-day operations, we believe it is 
important to retain financial management systems requirements for the 
financial portion of mixed systems and require auditors to assess 
compliance against such requirements. Further, the revised circular raised 
additional concerns because it does not definitively establish 


defines financial management systems as the financial systems and the financial 
portion of mixed sy.stems nccesssuy to support financial management, including 
automated and manual processes, procedures, controls, data, hardware, software, and 
support personnel dedicated to the operation and maintenance of system functions. The 
term mixed system means an information system that supports both financial and 
nonfinancial functions of ttie federal government or components thereof. 
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responsibilities for the agency, service provider, and auditor for assessing 
compliance with FFMIA when utilizing a shared sendee provider under 
OMB’s financial management line of business (line of business) initiative. 

To reduce the cost and improve the outcome of federal financial 
management systems implementations, 0MB continues to move forward 
on the line of business irutiative, by leveraging common standards and 
shared solutions. 0MB anticipates that the line of business initiative will 
help achieve the gOEds of improving the cost, quality, and performance of 
financial management operations. As we reported in May 2009,^^ although 
0MB has made progress in implementing the line of business initiative, the 
initiative focuses mainly on core financial systems and extensive work 
remains before the goals of the initiative are achieved.^” For example, as 
we previously recommended in 2006, 0MB has yet to finalize a financial 
management system concept of operations, which provides the foundation 
to guide line of business-related activities.^^ In addition, development of a 
migration timeline reflecting agencies’ commitment for migrating to 
shared service providers has not yet been completed. Consistent and 
effective implementation of FFMIA will be needed to improve the 
capability of agencies’ financial management systems to produce reliable, 
useful, and timely information for management to efficiently and 
effectively manage the day-to-day operations of the federal government 
and ultimately provide accountability to taxpayers and the Congress — a 
key goal of the CFO Act and FFMIA. 


^■’(lAO, Financial Managemerti Syste7i%s: OMB's Financial Management Line of Business 
Initiative Continues, but f'uture Success Remains Uncertain, GAO-09-328 (Washington, 
D.C.: May 7. 2009). 

"According to OMB, the goals of the line of business initiative are to (1) provide timely and 
accurate data for dec»,sion making; (2) facilitate stronger internal controls that ensure 
integrity in accounting and other stewardship activities; (3) reduce costs by providing a 
competitive alternative for agencies to acquire, develop, implement, and operate financial 
management systems through shared service solutions; (4) standardize systems, business 
processes, and data elements, and (5) provide for seamless data exchange between and 
among federal agencies by implementing a common lan^age and structure for financial 
information and system interfaces. 

^GAO, Financial Management Systems: Additional Efforts Needed to Address Key 
Causes of Modernization Failures, GAO-06-i84 (Washington, DC.: Mar. 15, 2006), 
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Federal Actions 
Create New 
Challenges 


llie Emergency Economic Stabilization Act of 2009 (EESA), which 
authorized the Troubled Asset Relief Program (TARP); the Housing and 
Economic Recovery Act of 2008 (HERA); and the American Recovery and 
Reinvestment Act of 2009 (Recovery Act), enabled the federal government 
to take certain unprecedented actions involving hundreds of billions of 
dollars to stabilize the financial markets and promote economic recovery “ 
The nature and magnitude of these actions have created new challenges 
for federal accountability, financial reporting, and debt management. Such 
challenges will require utmost attention to ensure (1) that sufficient 
internal controls and trmisparency are established and maintained for ail 
stabilization and recovery initiatives; (2) that all related financial 
transactions are reported on time, accurately, and completely; and 
(3) these initiatives are effectively and efficiently financed. 


Federal Accountability and 
Financial Reporting 
Challenges 


According to data provided by Treasury, as of June 26, 2009, the federal 
government had disbursed about $339 billion of the approximate $700 
billion limit on TARP funds for a number of initiatives, which included 
among other things, preferred stock purchases of certain financial 
institutions, loans to automotive companies, and funding to certain 
financial institutions to facilitate home loan modifications.^ Under HERA, 
the federal government placed the Federal National Mortgage Association 
(Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie 
Mac) into conservatorship. As of July 2, 2009, the Federal Housing Finance 
Agency had reported that the federal government had provided about $85 
billion of capital to the entities through the first quarter of calendar year 
2009 under senior preferred stock purchase agreements.'’® In addition, 


■’‘'Other legislation to address the financial markets crisis or the economic downturn 
include the Helping Families Save Their Homes Act of 2009, Pub. L. No. 1 1 1-22 (May 20, 
;aX)9), and the Economic Stimulus Act of 2008, Ihib. L. No. 110-185 (Feb. 13, 2008), 

^According to data provided by TVeasury, as of ,Iuno 26, 2009, numerous financial 
institutions participating in the TARP Capital Purchase Program (CPP) had repurchased 
their preferred stock from Treasury for a total of about $70 billion. CPP preferred stock 
repurchases by financial institutions are deposited into the General F\ind of the U S. 
TVeasury that is used to repay the debt that was issued to fund Treasury's original 
purchases. The proceeds received from the repurchases reduce the outstanding balance 
under the almost $700 billion TARP limit. Treasury then may issue new debt to purchase 
new financial instruments if it so chooses. 

'’’The $85 billitm excludes $l billion in liquidation preference on the senior preferred stock 
pcffiition obtained by TVeasury from each entity upon initiation of the Senior Preferred 
Stock Purchase Agreement. The initial $l billion is not a draw on the Treasury's 
commitment under the ^reement. 
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according to Treasury, the federal government held about $146 billion of 
the entities’ mortgage-backed securities as of May 31, 20093' 

Regarding TARP, we have reported on actions needed and the status of 
efforts to address transparency and accountability issues, and have made 
related recommendations to help ensure these issues are adequately 
addressed. In our most recent report on TARP, we acknowledged 
Treasury's efforts to continue to improve the integrity, accountability, and 
transparency of TARP transactions; however, we concluded that some 
areas require ongoing attention,'” Among the challenges is the need to 
properly measure and report each related purchase and loan transaction. 
The challenges of estimating and managing costs and measuring and 
reporting asset and liability values under TARP and other recent initiatives 
are likely to be even greater than those associated with more traditional 
federal lending activities given the fact that little, if any, historical 
information is available for certain transactions from which to base 
expected future cash flows. While contractual provisions may set forth 
required payments for certain transactions such as preferred stock 
purchases and debt obligations, for a substantial number of federal 
transactions under TARP and HERA there is a significant amount of 
uncertainty regarding the extent to which actual repayments to the federal 
government will be made. There is simply little or no history for certain of 
these large and unprecedented transactions. Moreover, the instability and 
dramatic changes in financial markets, such as occurred within the last 
year, make it very difficult to estimate the values of these assets and 
liabilities with any level of certainty. Therefore, it is critically important for 
adequate internal controls to be in place to help ensure that the cost of all 
TARP and other loans and loan guarantees are properly measured and 
reported and losses to the federal government minimized. 

Regarding Recovery Act programs, msyor accountability and reporting 
challenges stem from the fact that nearly half of the approximate $580 
billion of additional federal spending associated with the Recovery Act 
will flow to nonfederai entities. In our April 2009 report on the Recovery 
Act, we reported that certain states and the District of Columbia are taking 
various approaches to ensure that internal controls exist to manage risk 


"HERA (Pub. L No. ilO-289) authorizes Treasury to purchase, for a limited amount of 
time, any amount of Fannie Mae or Freddie Mac securities, whether debt or equity. 

'"GAO, Troubled Asset Relief Program: June 2009 Status of Efforts to Address 
lyamparency and AccountabUUy Issues, GAO-OM58 (Washington, D.C: June 17, 2009). 


Page 16 


GA0 09-806T 



24 


including assessing known risks associated with spending under the 
Recovery Act and developing plans to address those risks. However, 
officials in most of the states we reviewed and the District of Columbia 
expressed concerns about the lack of Recovery Act funding provided for 
accountability and oversight. Such concerns are important given that the 
Recovery Act includes many programs that are new or new to the 
recipient and, even for existing programs, the sudden increase in funds is 
outside of normal cycles and processes. Given that the majority of 
Recovery Act fimding was initially projected to be made available to states 
and localities in 2009, 2010, and 2011, with lesser amounts available 
beyond that, actions taken now would significantly improve the ability of 
nonfederal entities to provide effective accountability over federal funding 
under the Recovery Act. We made several recommendations to 0MB in 
April 2009 to help improve accountability and oversight of Recovery Act 
spending, including modilying the single audit process to be a more timely 
and effective audit and oversight tool for the Recovery Act. We are also 
issuing our July 2009 report on the Recovery Act today.^ Going forward, it 
will be important for qualified personnel at all levels of government to 
implement proper controls and accountability measures to help ensure 
separate tracking and clear reporting of this spending from the federal 
level to the nonfederal recipients. 

Over $200 billion of the Recovery Act stimulus effort takes the form of tax 
expenditures— reductions in tax liabilities that result from preferential tax 
provisions such as tax exclusions, credits, and deductions. GAO has long 
been concerned that tax expenditures represent a substantial federal 
commitment yet lack the level of transparency and accountability 
associated witlt federal outlays.® As we move forward, the federal 
government needs to ensure that adequate information is obtained and 
analyzed about these provisions to inform judgments about the success of 
the entire stimulus package. 


^*GAO, Recovery Act: As Initial Implementation Unfolds in States and Localities, 
Continued Attention to Accountability Issues Is Essential, GAO-OQ-oSQ (Washington, D.C.: 
Apr. 23, 2009). 

^GAO, Recovery Act.-.States’ and Localities’ Cwrent ajid Planned Uses of Funds While 
Facing Fiscal Stresses, GAO-09-829 (Washington, D.C.: July 8, 2009). 

®GAO, American Recovery And Reinvestmenl Act: GAO's Role in Helping to Eyisure 
Accountability and Transjmrency, GAO-09-453T (Washington, D.C.: Mar. 5. 2009). 
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Federal Debt and Long- The nature and m^itude of the aforementioned actions to stabilize the 
Term Fiscal Challenges financial markets and promote economic recovery have also created debt 
management challenges. As this Subcommittee knows, the Congress has 
assigned to Treasmy the primary responsibility to borrow funds needed to 
finance any gap between cash in and cash out subject to a statutory limit. 
Since the oiuset of the current recession in December 2007, the gap 
between revenues and outlays has grown — even before any policy 
response. Because Treasury must borrow the funds disbursed, actions 
taken to stabilize financial markets — including aid to the auto industry — 
increase borrowing and so add to the federal debt. In addition, the revenue 
decreases and spending increases enacted in the Recovery Act also add to 
borrowing. FVirther, all of this takes place in the context of the longer-term 
fiscal outlook, which will present Treasury with continued management 
challenges even after the return of financial stability and economic 
growth. 

The federal government faced large and growing structural deficits — and 
hence rising debt— even before the instability in financial markets and the 
economic downturn. The current debt limit, which has been raised 8 times 
since 2001, is at $12.1 trillion. As you can see from table 1 below, it likely 
will have to be raised again this year. 


Table 1 : Debt Held by the Public and Debt Subject to the Limit 


Projected 

Fiscal 


Actual Fiscal Actual Fiscal Actual Fiscal Year 2009 
Year 2001 (as Year 2005 (as Year 2008 (as (President’s FY 



Of 9/30/01) 

Of 9/30/05) 

Of 9/30/08) 

2010 Budget) 

Debt held by the 
public (trillions of 
dollars) 

$3.3 

$4,6 

$5.8 

$8,5 

Debt held by the 
public (percent of 

GDP) 

33.0% 

37,5% 

40.8% 

59,9% 

Debt subject to the 
limit (trillions of 
dolfars) 

$5.7 

$7.9 

$10.0 

$12.8 

Source: Treasury and OMB. 

Note: The current debt limit i: 

5$12.1 trillion. 





These immediate challenges, however, have eliminated the window for 
planning before the impending further ramp up in debt. As shovm in 
figure i, the President's budget projects debt held by the public growing 
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from 40.8 percent of gross domestic product (GDP) in fiscal year 2008 to 
60 percent by the end of fiscal year 2009 and 67 percent by the end of fiscal 
year 2010. 


Figure 1: Debt Hetd by the Public Under the President's Fiscal Year 2010 Budget 
Percent ol GOP 
90 


80 



Fiscal year 
SOiffCerOMS. 

Note: The data are from Budget of the United States Government, Fiscal Year 2010: Updated 
Summary Tables. May 2009- 

The near-term debt management challenge can be seen through several 
measures. At the end of May 2009, Treasury’s outstanding marketable 
securities stood at $6,454 billion — an increase of $657 billion since 
December 31, 2008, and an increase of $1,918 billion since December 
2007.“ Interest rates have dropped dramatically since the start of the 
financial crisis, particularly for short-term debt. Although these relatively 
low interest rates have reduced Treasury’s borrowing costs to date, the 
amount of debt that must be rolled over in the short-term presents 
challenges. As shown in figure 2, as of May 31, 2009, approximately $3,137 
billion will mature in 2009 and 2010 and will have to be refinanced; this is 
49 percent of the total outstanding marketable securities. Another 29 
percent matures in 2011 through 2015. If the economy improves, Treasury 
may have to refinance significant amounts of debt at higher rates. 


“Marketable securities, which comprise the vast majority of debt held by the public, 
consist of TVeasuo' bills, notes, bonds, and Treasury inflation-protected securities. 
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Figure 2: Marketable Securities by Year of Maturity, as of May 31, 2009 (Total 
Outstanding — $6,454 billion) 

Dollars In billions (p^entage of iobil outsiant^ng) 

3,500 


$3,137 



Year of maturity 
Sourcs: GAO analys4 ol Treasury data. 

Note: Figure 2 does not include $14 billion in marketable securities outstanding for the Federal 
Financing Bank, $22.53 billion in matured notes, and $47 million in matured bonds. 

Treasury’s primary debt management goal is to finance the federal 
government’s borrowing needs at the lowest cost over time. Issuing debt 
through regular and precUctable offerings lowers borrowing costs because 
investors and dealers value liquidity and certainty of supply. The mix of 
securities, which changes regularly as new debt is issued, is important 
because it can have a significant influence on the government's interest 
payments. Longer-term securities typically carry higher interest rates — or 
cost to the government — primarily due to concerns about future inflation. 
However, they can also offer the Treasury certainty about what its 
payments will be. 

We believe the large share of the debt that must be roiled over in the next 
few years is cause for concern. Market experts generally believe that 
Treasury needs to increase the average maturity of its debt portfolio. Large 
and growing borrowing neecte put a premium on understanding both 
current and future demand for U.S. Treasury securities. To support 
Congress' oversight of the use of TARP funds, we have work under way 
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looking at how Treasury has financed borrowing associated with the 
financial market inst^iUty and analyzing additional ideas for debt 
management that might assist Treasury going forward. We encourage 
Treasury to explore a range of borrowing options that could support its 
lowest-cost-over-time borrowing objective and to take a strategic 
approach to the analyst of various options — recognizing that the federal 
government faces a long-term sustained increase in borrow'ing needs. 

As I noted, the actions to restore financial market stability and economic 
growth take place within the context of the already serious longer-term 
fiscal condition of the federal government. While policymakers have been 
understandably focused on dealing with these financial market and 
economic growth challenges, attention also needs to be given to the long- 
term challenges of addressing the federal government’s large and growing 
structural deficits and debt. 

As discussed in the Financial Report, the federal government is on an 
unsustainable long-term fiscal path. The Statement of Social Insurance, for 
example, shows that projected scheduled benefits exceed earmarked 
revenues for social insurance programs (e.g., Social Security and 
Medicare) by approximately $43 trillion^’ in present value terms over the 
75-year projection period. GAO also prepares long-term fiscal simulations 
that are based on the Social Security and Medicare Trustees’ projections, 
but provide a more comprehensive analysis of fiscal sustainability because 
they include revenue and expenditure projections for all other government 
programs. Our most recent long-term fisc^ simulation was issued in 
March 2009.^® Figures 3, 4, and 5 below show the results of GAO’s March 
2009 simulations. 


an open group basis (current and future participants), 

'^GAO, The Nation’s Long-Term Fiscal Outlook: March 2009 Update, GAO-0!)-10;>SP 
(Washington, D.C.; March 2009). 
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Figure 4: Revenues and Composition of Spending as a Share of GDP Under GAO’s 
Atternative Simulation 

Percent of GDP 
50 



All other spending 
Medicare & Medicaid 
Social Security 
Net Interest 
Revenue 

SoureeGAO's Ms/en 2009 analysis Cased on the Truswes'assompiions for Social Security and Medicare. 

Notes: Data are from GAO’s March 2009 simulations based on the 2008 Trustees' assumptions for 
Social Security and Medicare. Discretionary spending other than Recovery Act provisions grows with 
GOP after 2009: Recovery Act provisions are included but assumed to be temporary. Expiring tax 
provisions are extended, except for expiring provisions enacted in the Recovery Act. After 20 1 9, 
revenue as a share of GDP is brought to its 40-yoar historical average of 18.3 percent of GDP plus 
expected revenues from deferred taxes (i.e., taxes on withdrawals from retirement accounts). 
Medicare spending is adiusted based on the assumption that physician payments are not reduced as 
specified under current law. 
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Figure 5: Debt Heid by the Public as a Share of GDP Under GAO’s Two Different 
Fiscal Policy Simulations 

Percent of GDP 



2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050 

Fiscal year 

■ Baseline exiencJed 
— — Allernaiive 

Source: GAO'S Maich 2009 analysis based on ihs Trustees' assumptions <0' SoOal Security and Medicare 

Note: Intormation presented for fiscal years 2000 through 2008 is based on historical data and for 

fiscal years 2009 through 2050 is derived from fiscal policy simulations. See QAO-09-405SP, 

A quantitative measure of the long-term fiscal challenge measure is called 
the “fiscal gap.” The fiscal gap is the amount of spending reduction or tax 
increases that would be needed today to keep debt as a share of GDP at or 
below today's ratio. The fiscal gap is an estimate of the action needed to 
achieve fiscal balance over a certain time period such as 75 years. Another 
way to say this is that the fiscal gap is the amount of change needed to 
prevent the kind of debt explosion implicit in figure 5. The fiscal gap can 
be expressed as a share of the economy or in present value dollars. 

Under GAO’s alternative simulation, closing the fiscal gap would require 
spending cuts or tax increases, or some combination of the two, equal to 
8.1 percent of the entire economy over the next 75 years, or about $63 
trillion in present value terms. To put this in perspective, closing the gap 
solely through revenue increases would require an increase in today’s 
federal tax revenues of about 44 percent, or to do it solely through 
spending reductions would require a reduction in today’s federal program 
spending (i.e., in all spending except for interest on the debt held by the 
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public, which cannot be directly controlled) of about 31 percent to be 
maintained over the entire 75-year period. 


The Federal Financial 
Reporting Model 


The Financial Report provides useful information on the government’s 
financial position at the end of the fiscal year and changes that have 
occurred over the course of the year. However, in evaluating the nation’s 
fiscal condition, it is critical to look beyond the short-term results and 
consider the overall long-term financial condition and long-term fiscal 
challenge of the government— that is, the sustainability of the federal 
government’s programs, commitments, and responsibilities in relation to 
the resources expected to be available. 


Accounting and financial reporting standards have continued to evolve to 
provide greater transparency and accountability over the federal 
government’s operations, financial condition, and fiscal outlook. However, 
it is appropriate to consider the need for ftirther revisions to the current 
federal financial reporting model, which could affect both consolidated 
and agency reporting. WhUe the current reporting model recognizes some 
of the unique needs of the federal government, a broad reconsideration of 
the federal financial reporting model could address the following types of 
questions: 


• Do traditional financial statements convey information transparently? 

• What is the role of the balance sheet in the federal government 
reporting model? 

• What kind of information is most relevant and useful for a sovereign 
nation? 

• How should items that are unique to the federal government, such as 
social insurance commitments and the power to tax, be reported? 


In addition, further enhancements to accounting and financial reporting 
standards are needed to effectively convey the long-term financial 
condition of the U.S. government and annual changes therein. For 
example, the federal government’s financial reporting should be expanded 
to disclose the reasons for significant changes during the year in 
scheduled social insurance benefits and funding. It should also include (1) 
a Statement of Fiscal Sustainability^ that provides a long-term look at the 


™The Statement of Fiscal Sustainability would show the relationship between the present 
value of projected receipts and spending for social in.surance and for all other federal 
programs. 
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fiscal sustainability of all federal programs including social insurance 
programs, and (2) other sustainability information, including 
intergenerational equity and an analysis of changes in sustainability during 
the year * Recently, the Federal Accounting Standards Advisory Board 
(FASAB) unanimously approved a proposed new standard on fiscal 
sustainability reporting Also, FASAB is currently considering possible 
changes to accounting for social insurance/" 

In addition, there is a need for a combined report on the performance and 
financial accountability of the federal government as a whole. This report 
would include, among other things, key outcome-based national indicators 
(e.g., economic, security, social, and emironmental), which could be used 
to help assess the nation’s and other governmental jurisdictions’ position 
and progress. 

Engaging in a reevaluation of the federal financial reporting model could 
stimulate discussion that would bring about a new way of thinking about 
the federal government’s financial and performance reporting needs. To 
underst^d various perceptions and needs of the stakeholders for federal 
financial reporting, a wide variety of stakeholders from the public and 
private sector should be consulted. Ultimately, the goal of such a 
reevaluation would be reporting enhancements that can help the Congress 
deliberate on strategies to address the federal government’s challenges, 
including its long-term fiscal challenge. 


Closing Comments 


In closing, it is important that the progress that has been made in 
improving federal financial management activities and practices be 
sustained by the new administration. Across government, financial 
management improvement initiatives are under way, and if effectively 
implemented, they have the potential to greatly improve the quality of 
financial management information as well as the efficiency and 


^'^ntei^cnerationaJ equity assesses the extent to which different age groups may be 
required to assume financial burdens to sustain federal responsibilities. 

^‘Unless 0MB or the Comptroller General of the United States object by September 28, 
2009, the proposed standard, Statement of Federal Financial Accounting Standards No. 36. 
Reporting Comprehensive Long-Tertn Fiscal Projections for the U.S. Govemmenl, will 
take effect for fiscal year 2010. 

*“On November 17, 2008, an exposure draft was issued on accounting for social insurance, 
Accounting for Social Insurance, Revised. 
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effectiveness of agency operations. However, the federal government still 
has a long way to go before realizing strong federal financial management. 
For DOD, the challenges are many. We are encouraged by DOD’s efforts 
toward addressing its long-standing financial management weaknesses 
and its efforts to achieve auditability. Consistent and diligent top 
management oversight toward achieving financial management 
capabilities, including audit readiness, will be needed. The civilian CFO 
Act agencies must continue to strive toward routinely producing not only 
annual financial statements that can pass the scrutiny of a financial audit, 
but also quarterly financial statements and other meaningful financial and 
performance data to help giude decision makers on a day-to-day basis. 
Federal agencies need to improve the government's financial management 
systems to achieve this goal. 

The nature and magnitude of actions the federal government has taken to 
stabilize the financial markets and promote economic recovery have 
created new challenges involving accountability, financial reporting, and 
debt management. A great amount of attention will need to be devoted to 
ensuring (1) that sufficient internal controls and transparency are 
established and maintained for all stabilization and recovery initiatives; (2) 
that all related financial transactions are reported on time, accurately, and 
completely; and (3) these initiatives are effectively and efficiently 
financed. Importantly, the recent increase in federal debt that has resulted 
largely from the federal government’s response to the crisis in financial 
markets and the economic downturn must be viewed within the context of 
the nation’s unsustainable long-term fiscal path. The longer action is 
delayed to address long-term fundamental fiscal problems, the greater the 
likelihood that actions to address such problems will be disruptive and 
destabilizing. The federal government faces increasing pressures to 
address the fiscal problems of Social Security and Medicare, yet a 
shrinking window of opportunity for phasing in acUustments. GAO is 
committed to sustained attention to this critically important matter. 

Given the federal government’s current financial condition and the 
nation’s serious long-term fiscal challenge, the need for the Congress and 
federal policymakers and management to have reliable, useful, and timely 
financial and performance information is greater than ever. Sound 
decisions on the current and future direction of vital federal government 
programs and policies are more difficult without such information. We 
also will continue to stress the need for development of more meaningful 
financial and performance reporting on the federal government. 
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Finally, I want to emphasize the value of sustained congressional interest 
in these issues, as demonstrated by this Subcommittee’s leadership, It will 
be key that, going forward, the appropriations, budget, authorizing, and 
oversight committees hold agency top leadership accountable for 
resolving the remaining problems and that they support improvement 
efforts. 


Madam Chairwoman and Ranking Member Bilbray, this concludes my 
prepared statement. I would be pleased to respond to any questions that 
you or other members of the Subcommittee may have at this time. 


GAO Contacts and 
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Director, Federal Budget Analysis, Strategic Issues, at (202) 512-6806. Key 
contributions to this testimony were also made by staff on the 
Consolidated Financial Statement audit team. 
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Appendix I: Fiscal Year 2008 Audit Results 


Table 1: Chief Financial Officers (CFO) Act Agencies: Fiscal Year 2008 Audit Results and Principal Auditors 

CFO Act agencies 

Opinion 
rendered by 
agency auditor 

Agencies' auditors 
reported material 
weaknesses or 
noncompliance’ 

Principal auditor 

Agency for International Development 

Unqualified 

V 

OIG 

Agriculture 

Unqualified 

V 

OIG 

Commerce 

Unqualified 

V 

KPMG LLP 

Defense 

Oi^laimer 

v' 

OIG 

Education 

Unqualified 


Ernst & Young, LLP 

Energy 

Urtqualified 


KPMG LLP 

Environmental Protection Agency 

Unqualified 

V 

OIG 

General Services Administration 

Unqualified 

V 

PricewatertiouseCoopers LLP 

Health and Human Services 

Unqualified 

V 

Ernst & Young, LLP 

Homeland Security 

•• 

V 

KPMG LLP 

Housing and Urban Developmer^t 

Unqualified 

V 

OIG 

Interior 

Unqualified 

V 

KPMG LLP 

Justice 

Unqualified 


KPMG LLP 

Labor 

Unqualified 

V 

KPMG LLP 

National Aeronautics and Space Administration 

Disclaimer 

V 

Ernst & Young, LLP 

National Science Foundation 

Unqualified 


Clifton Gunderson LLP 

Nuclear Regulatory Commission 

Unqualified 

V 

Uitach Kahn & Weriin LLP 

Office of Personnel Management 

Unqualified 


KPMG LLP 

Small Business Administration 

Unqualified 


KPMG LLP 

Social Security Administration 

Unqualified 


PricewaterhouseCoopers LLP 

State 

Unqualified” 


Leonard G, Birnbaum and Company, LLP 

Transporlation 

Unqualified 


KPMG LLP 

Treasury 

Unqualified 

V 

KPMG LLP 

Veterans Affairs 

Unqualified 

V 

Deloitte & Touche LLP 


ScKjne: QAO. 

■Reported noncompliance with applicable laws and regulations and/or substantial noncompliance with 
one or more of the Federal Financial Management Improvement Act requirements. 

’For fiscal year 2008, only the Consolidated Balance Sheet and the related Statement of Custodial 
Activity of the Department of Hometand Security were subject to audit: the auditor was unable to 
express an opiniw on these two financial statements. 

The auditors reported no material weaknesses, no noncompliance with FFMIA, and no 
noncompliance with laws and regulations, except for a potential matter of noncompliance with respect 
fo the Anti-Deficiency Act 
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Appendix I: Fiscal Year 2008 Audit Results 


"As oi the dale of our au<fit r^>oit, the auditors had disciaimed an opinion on the Department of 
State’s fiscal year 2008 financial statements; however, because the department subsequently 
provided the auditors witti sufficient evidential material to support the amounts reported on its 
financial statemer^s, tfie auditors issued a second report, replacing the first, with an unqualified 
opinion of the Department of Stale’s fiscal year 2008 financial statements. 


(198600) 
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GAO’S Mission 

llte Government Accountability Office, the audit, evaluation, and 
investigative arm of Congress, exists to support Congress in meeting its 
constitutional n^ponsibilities and to help improve the performance and 
accountability of the federal government for the American people. GAO 
examines the use of public funds; evaluates federal programs and policies; 
and provides analyses, recommendations, and other assistance to help 
Congress make informed oveisight, policy, and funding decisions. GAO’s 
commitment to good government is reflected in its core values of 
accountability, integrity, and reliability. 

Obtaining Copies of 
GAO Reports and 
Testimony 

The fastest and easiest way to obtain copies of GAO documents at no cost 
is through GAO’s Web site (www.gao.gov). Each weekday afternoon, GAO 
posts on its Web site newly released reports, testimony, and 
correspondence. To have GAO e-mail you a list of newly posted products, 
go to www.gao.gov and select “E-mail Updates.” 

Order by Phone 

The price of each GAO publication reflects GAO’s actual cost of 
production and distribution and depends on the number of pages in the 
publication and whether the publication is printed in color or black and 
while. Pricing and ordering information is posted on GAO’s Web site, 
http://www.gao.gov/ordering.htm. 


Place ordere by calling (202) 512-6000, toil free (866) 801-7077, or 

TDD (202) 512-2537. 


Orders may bo paid for using American Express, Discover Card, 

MasterCard, Visa, check, or money order. Call for additional information. 

To Report Fraud, 
Waste, and Abuse in 
Federal Programs 

Contact: 

Web site: www.gao.gov/fraudnet/fraudnet.htm 

E-mail: fraudnet@gao.gov 

Automated answering system: (800) 424-5454 or (202) 512-7470 

Congressional 

Relations 

Ralph Dawn, Managing Director, dawnr@gao.gov, (202) 512-4400 

U.S. Government Accountability Office, 441 G Street NW, Room 7125 
Washington, DC 20548 

Public Affairs 

Chuck Young, Managing Director, youngcZ@gao.gov, (202) 512-4800 

U.S. Government Accountability Office, 441 G Street NW, Room 7149 
Washington, DC 20548 
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Accountability • IntegrUy ~ Reliability 

United States Government AceountabiUty Office 
Washington, DC 20548 


Onlce of the Comptroller General 
of the United States 


August 4, 2009 


The Honorable Diane E. Watson 
Chairwoman 

The Honorable Brian P, Bilbray 
Ranking Member 

Subcommittee on Government Management, 

Organization, and Procurement 
Committee on Oversight anti Government Reform 
House of Representatives 

Subject: Responses to PostJiearing Questions Related to GAO’s Testimony oyi the 
U.S. Government’s Consolidated Financial Statements for Fiscal Year 
£008 


On .July 8, 2009, 1 testified before your subcommittee at a hearing on our report on the 
U.S. government’s consolidated financial statements for fiscal year 2008. ’ This letter 
responds to Chairwoimm Watson’s request for written responses to questions related 
to our testimony. The questions and my responses follow. 

Question One: The Emergency Economic Stabilization Act of 2009 (EESA), which 
authorized the Troubled Asset Relief Program (TARP) and the Housing and 
Economic Recovery Act of 2008 (HERA), allowed the federal government to take 
certain unprecedented actions involving billions of dollars to stabilize the financial 
mtirkets in 2008. Actions taken under TARP and programs under HERA will, at least 
in the short term, impact the federal govommenfs financial condition. Therefore, all 
of the federal government’s purchase and loan transactions must be properly 
measured and reported. 

• Given that GAO has consistently reported that federal agencies 
which account for the majority of the reported balances for direct 
loans and loan guarantee liabilities have internal control 
deficiencies related to their credit reform estimation and related 
financial reporting processes, what are some of your concerns 
regarding transactions under TARP and programs under IIERA? 


’U.S. Gowmnienl Accounlability Office, Fiscal Year 2008 U.S. Oorcntmcal Financial Sfalcinenl.y: 
Federal Gocerninent Fares Neic and Continuing Financial Managernenl and. Fi.scal Challenges. 
(;.\O-0!i-8().vr (Wa.shiiigton, D.C: Jul. 8, 2009). The fiscal year 2008 FiiKiHciai Report of the United 
Slate.s Gorernnienl. Lssued by the Department of the'Treasuiy on December Ui. 2008. is available 
llirougb G.VO's Web site at »vv\\ .itao.gm and Treasury ’-s Web site at w w w tins l reas goi 'tr index. hinil. 
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The challenges of est imating and managing costs and measuring and reporting asset 
and liability values under TARP and other recent initiatives are likely to be even 
greater than those associated with more traditional federal lending activities given (1) 
that little, if any, historical information is available for certain transactions from 
which to base expected future cash flows, (2) the complexities in valuing the type of 
assets acquired by TARP, and (3) that this is the first year of TARP operations and 
new systems and controls are being implemented. Most federal credit programs, such 
as the Department of Education’s student loan programs, have years of historical data 
from which net cash flows to the federal government can be estimated. However, 
while contractual provisions may set forth required payments for certain transactions 
such as preferred stock purchases and debt obligations, for a substantial number of 
federal transactions under TARP and HERA there is a significant amount of 
uncertainty regarding the extent to which actual repayanents to the federal 
government will be made. There is simply little or no history for certain of these large 
and unprecedented transactions. Moreover, the instability and dramatic changes in 
financial markets that occurred within the last year make it very difficult to estimate 
the values of these assets and liabilities with any level of certainty. Therefore, it is 
critically important for adequate internal controls to be in place to provide 
reasonable assurance that the cost and other accounts related to all TARP and other 
loans and loan guarantees are properly recorded, measured, and reported and losses 
to the federal government minimized. 

Question Two: The 2008 Financial Report w'as not offered in time for GAO to 
complete its audit, and that the federal government failed to demonstrate adequate 
internal controls over financial reporting, or compliance with major laws and 
regulations. 

• How do you think the federal government’s financial reporting 
model can be improved? 

The fiscal year 2008 Financial Report of the United States Government (Financial 
Report), which was issued by the Depart ment of the Treasury (Treasury) on 
December 15, 2008, provides useful information on the federal government’s financial 
position at the end of the fiscal year :md chtmges that occurred over the course of the 
year. However, in evaluating the nation’s fiscal condition, it is critical to look beyond 
the short-temi results and consider the overall long-term financial condition and long- 
term fiscal challenge of the government— that is, the sustainability of the federal 
government’s programs, commitments, and responsibilities in relation to the 
resources expected to be av'ailable. 

It is important to note that accounting and financial reporting standards and the 
Financial Report have continued to evolve to provide greater transparency and 
accountability over the federal government’s operations, financial condition, and 
fiscal outlook. However, further changes and enhancements to the federal financial 
reporting model should be considered. A broad reconsideration of the federal 
financial reporting model could address the following types of questions: 
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• Do traditional financial statements convey information transparently? 

• Wliat is the role of the balance sheet in the federal government reporting model? 

• What kind of information is most relevant and useful for a sovereign nation? 

• How should items that are unique to the federal government, such as social 
insurance commitments and the power to tax, be reported? 

Also, further enhancements to accounting and financial reporting standards are 
needed to effectively convey the long-term financial condition of the U.S. government 
and annual changes therein. For example, the federal government’s financial 
reporting model should be expanded to disclose the reasons for significant changes 
during the year in scheduled social insurance benefits and funding. It should also 
include a Statement of Fiscal Sustainability ' that provides a long-term look at the 
fiscal sustainability of all federal programs including social insurance programs, and 
other sustainability infonnation, including intergenerational equity ' and an analysis of 
changes in sustainability during the year. Recently, the Federal Accounting Standards 
Advisory Board (FASAB) unanimously approved a proposed new standard on fiscal 
sustainability report ing. ' Also, FASAB is currently considering possible changes to 
accounting for social insurance. ' 

In addition, there is a need for a combined report on the performance and financial 
accountability of the federal government as a whole. This report would include, 
among other things, key outcome-based national indicators (e.g., economic, security, 
social, and environmental), which could be used to Irelp assess the nation’s position 
and progress. 

Further meaningful change and enhancement to federal financial repotting can be 
accomplished by engaging in a reevaluation of the federal government’s financial and 
perfomiance reporting needs. A wide variety of stakeholders from the public and 
private sectors should be consulted to understand such needs with the overarching 
theme being looking beyond short-term results and focusing on the overall long-term 
sustainability of the federal government’s programs, commitments, and 
responsibilities in relation to expected resource availability. The ultimate goal of any 
re-evaluation would be reporting enhancements that can help Congress deliberate on 
strategies to address the federal government’s challenges, including its long-term 
fiscal challenge. 


The Stateniciu of Fiscal Sustaiiiabilily would show the relationship between the present value of 
projected receip(.s and spending for social insurance and for all other lederal programs. Present value 
Ls the discounted value of a payment or .stream of payments to be recei\ ed or paid in the futnre, taking 
into consideration a .specific interest or discount rate. 

Intergenerational equity assesses the extent to which different age groups may be required to assume 
financial burdens to sustain federal responsibilities. 

‘Unless the Office of Management and Budget (OMB) or the Comptroller General of the United States 
object by September 28, 2009, the proposed standard. Statement of Federal Financial Accounting 
Standards No. 36, Reporting Compiehensive Long-Term Fiscal [‘mjeciionsfur the U.S. Government, 
will take effect for fiscal year 2010. 

On November 17, 2008, an exposure draft was issued on accounting for social insiuance, Aecoiinling 
for Social Insurance, Revi.sed. 
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• Regarding the federal government’s enormous increase in debt since 
the events of last year, how will the federal government’s borrowing 
costs be affected, and how will the government’s ability to finance 
long-term commitments be impacted? 

Congress has assigned to Treasury the responsibility to borrow the funds necessary 
to finance the gap between cash in and cash out subject to a statutory limit. Since the 
onset of the current recession in December 2007, the gap between revenues and 
outlays has grown. Because Treasury must borrow the funds disbursed, TARP and 
other actions taken to stabilize the financial markets increase the need to borrow 
thus adding to the federal debt held by the public. Also, federal borrowing from the 
public typically increases during an economic downturn — largely because tax 
revenues decline while expenditures increase for programs to assist those affected by 
the downturn. In addition, the American Recovery and Reinvestment Act, enacted on 
February 17, 2009, contains both decreases in revenues and increases in spending." 

The federal government’s borrowing costs are determined both by the amount of debt 
held by the public and the interest rates paid on that debt. As I noted in my prepared 
testimony, interest rates have dropped dramatically since the start of the financial 
crisis, particularly for short-term debt. These relatively low interest rates have 
reduced Treasury’s borrowing costs to date. Indeed, the Congressional Budget 
Office’s (CBO) most recent projecl ions from March of this year show net interest 
payments in fiscal year 2009 would be lower than in fiscal year 2008, 

The near-term increase in debt held by the public takes place in the context of the 
longer-term fiscal outlook, which will present Treasury with continued financing 
challenges even after the return of financial stability and economic growth. Both the 
GAO and CBO long-term simulations show that absent change the federal 
government faces unsustainable levels of deficit and debt . For example, by 2025, 
debt held by the public under GAO’s alternative simulation exceeds the historical 
high reached in the aftermath of World War II. My prepared statement provides more 
details on the magnitude of the fiscal challenges. While policymakers have been 
understandably focused on dealing with the financial market and economic growth 
challenges, attention also needs to turn with the same level of intensity to the long- 
term challenges of addressing the federal government’s large and growing structural 
deficits and debt, 

Treasur>'’s primary debt management goal is to finance the federal government’s 
borrowing needs at the lowest cost over lime. Issuing debt through regularly 
scheduled auctions lowers borrowing costs because investors and dealers value 
liquidity and certainty of supply. Treasury issues marketable securities that range in 
maturity from 1 month to 30 years and sells them at auction on a pre-announced 
schedule. The mix of securities that Treasury has outstanding changes regularly as 


"Since December 2007, Congre.ss has raised the debt limit Itiree times. The ciirrent debt limit is $12,101 
billion. 

'See GAO, llw Nal ion's Long-Term Fiscal Outlook: March 2009 Update, )-()n-40.'>SP (April 30, 
2009) and CBO, The Long-Term Budget Outlook (June 2009). 
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new debt is issued. The mix of securities is important: because it can have a 
significant influence on the federal government’s interest payments. Longer-term 
securities typically carr>' higher interest rates — or cost to the government — primarily 
due to concerns about future inflation. However, these longer-tenn securities offer 
the government the certainty of knowing w'hat Treasury’s payments will be over a 
longer period. 

Treasury has said that it “recognizes the need to monitor short-term issuance versus 
longer dated issuance.” Market experts generally believe that Treasury needs to 
increase the average maturity of its debt portfolio in part to lock in relatively low 
long-term rates and to ensure adequate bon-owing capacity in the coming years. We 
encourage Treasury to explore a range of boiTowing options that could support its 
lowest-cost-over-time borrowing objective and to take a strategic approach to the 
analysis of various options — recognizing that the federal government faces a long- 
term sustained increase in its borrowing needs. 

• Given the current problems with financial markets, the auto industry 
and the ongoing recession, what steps can we take now to improve our 
financial condition in the future? What can be done to increase the 
public’s awareness and understanding of the federal government’s 
financial condition as well as the magnitude and implications of our 
nation’s long-term fiscal challenges? 

As noted in response to the question above, policymakers understandably have been 
focused on dealing with financial market challenges and the economic downturn. 
Attention must also be given to our long-tenn outlook and the need to deal with the 
federal government's large and growing structural deficits and debt. 

When the 2008 Financial Report was issued on December 16, 2008, Treasury and 
OMB, in coordination with GAO, also issued, for the second year, a summary 
financial report: entitled The Federal Government’s Financial Heallh: A Citizen's 
Guide to the 2008 Financial Report of the United States Government. This guide, 
which is both included in the printed Finaneial Report and printed sepaiately, is 
intended to make the information in the Financial Report more understandable and 
more accessible to a broader audience. Both of these reports are available through 
GAO’s Web site at htlp://\vww.gao.g()v/fiiumcial/ry200Sfinanciah'epoi1.html and 
Treasury’s Web site at http./, www.fms.troas.gov/frdiulex.luml. 

Neither the Financial Report nor the budget alone — nor the budget and the financial 
statements together — tell the whole picture of the U.S. government’s fiscal outlook. 
To understand the long-term implications of our current fiscal path requires more 
than a single year’s snapshot. That is why for more than a decade GAO has been 
running fiscal simulations to tell more about this longer-term story. These 
simulations, which can be found at hltp;//www.gao.go\ 'special.pubs, longterm/ can be 
used to better understand the magnitude and timing of the long-term fiscal 
challenges. 
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A number of countries have begun preparing fiscal sustainability reports. The goal of 
those reports is to increase public awareness and understanding of the long-term 
fiscal outlook in light of escalating health care cost growth and population aging, to 
stimulate public and policy debates, and to help policymakers make more informed 
decisions about the overall sustainability of government finances. As noted above, 
FASAB recently unanimously approved a proposed new standard on U.S. fiscal 
sustainability reporting. The resulting reports on the federal government should 
further help promote understanding of the long-tenii fiscal challenges. 

Question Three: Several agencies still lack effective financial management systems 
in place that are capable of producing relevant infonnation with which informed 
decisions can be made on an ongoing basis. In fiscal yeai- 2008, auditors reported that 
the financial systems in 14 out of the 24 Chief Financial Officers Act agencies lacked 
substantive compliance with at least one of the Federal Financial Management 
Improvement Act’s (FF’MIA) three requirements. These requirements state that 
financial systems must comply with (1) federal financial management systems 
requirements, (2) applicable federal accounting standards, and (3) the federal 
government’s Standard General Ledger at the transaction level. 

• Wliy is it of critical importance for the federal government to have 
financial management systems that are compliant with the FFMIA, and 
what is the fallout from not having a modernized, integrated financial 
management system? 

FTMIA" builds on the foundation laid by the Chief Financial Officers (CFO) Act, 
which has the goal of modern financial management systems that enable the 
systematic measurement of performance; the development of cost information; and 
the integration of program, budget, and financial information for management 
reporting. The primary goal of FFAIIA is for agencies to improve financial 
management systems so that financial infonnation from these sy.stems can be used to 
help manage agency programs more effectively and enhance the ability to prepare 
auditable financial statements. The auditors’ FFMIA assessments for the 24 CFO Act 
agencies for fiscal year 2008 illustrate that many federal agencies still do not have 
effective financial management systems, including processes, procedures, and 
controls in place that can routinely produce reliable, useful, and timely financial 
information that federal managers can use for day-to-day decision-making purposes. 

Auditors frequently cited the lack of integrated financial management systems in their 
fiscal year 2008 audit reports. Auditors for 10 of the 14 agencies with noncompliant 
systems in fiscal year 2008 reported nonintegrated systems as a problem. The lack of 
integrated financial management systems typically results in agencies expending 


“Federal Financial Management Improvement Act of 1996, Pub. L. No. 104-208, div. A., § lOlff), tide 
VIII, 1 1 0 Stat. :3009, 3009-389 (Sept. 30, 1996). FFMIA requires the departments and agencies covered 
by the CFO .Vet of 1990 to implemeni and maintain financial management systems, that comply 
substantially with (1) federal financial management systems requirements, (2) applicable federal 
accounting standards, and (3) the U.S. Governmenl Slaiidard Geneml Ledger al the transaction level. 
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major effort; and resources, including in some cases hiring external consultants, to 
develop information that their systems should be able to provide on a daily or 
recurring basis. Agencies with nonintegrated financial systems are also more likely to 
devote significantly more time and resources to collecting information than those 
with integrated systems. In addition, opportunities for errors are increased when 
agencies’ systems are not integrated. 

As we previously reported,” some federal agencies have been able to obtain 
unqualified audit opinions that, according to auditors, were obtained through 
extensive labor-intensive efforts, which include using ad hoc procedures, expending 
significant resources, and making billions of dollars in adjustments to derive financial 
statements. This is usually the case when agencies have inadequate systems that are 
not integrated and routinely reconciled. These time-consuming procedures must be 
combined with sustained efforts to improve agencies’ underlying financial 
management systems and controls. Continued agency reliance on costly and time- 
intensive manual efforts to achieve or maintain unqualified opinions indicates that 
agency management lacks reliable information for day-to-day decision making and 
represents inefficient use of human capital and other resources that could be better 
used to directly support strategic decision making and ultimately improve overall 
performance. 


Question Four: For the 12th year in a row, GAO has issued a disclaimer of opinion 
on the accrual basis consolidated financial statements of the United States 
government. 

• In fiscal year 2008, how many agencies were found to have audited 
financial statements that were inconsistent with the consolidated 
financial statements? 

• Has GAO found that the number of agencies with such deficiencies 
has decreased over the past 12 years? 

• According to GAO, which agencies’ financial statements showed 
inconsistencies with the consolidated financial statements? 

For fiscal year 2008, 21 of the 24 CFO Act agencies received unqualified or “clean” 
audit opinions on their financial statements. This represents a significant 
improvement since our first audit of the consolidated financial statements of the U.S. 
government 12 years ago. Specifically, only 11 CFO Act agencies received unqualified 
opinions on their financial statements for fiscal year 1997. Table 1 below shows a 
comparison of the CFO Act agencies’ fiscal years 2008 and 1997 audit results by 
agency. Although there has been significant improvements in CFO Act agency audit 
results, 3 of the 24 CFO Act agencies — Depart ment of Defense, Depaitment of 
Homeland Security, and National Aeronautics and Space Administration— -continued 
to have serious financial management problems that prevented them from recemng 
opinions on their fiscal year 2008 financial statements. Also, auditors for many of the 


"GAO, Financiul Management: I’ersi.stenl Fitiancial Management Systems Issues Remain for Many 
CFO Act Agencies, G.\( )-0,S-10i,S (Wasiungton, D.C.: Sepl. .30, 2008). 
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CFO Act agencies reported significant deficiencies regarding agencies’ financial 
reporting processes, which, in turn, could affect the preparation of the consolidated 
financial statements. 


Table 1: CFO Act Agencies’ Audit Results for Fiscal Years 2008 and 1997 


CFO Act agencies 

Opinion rendered by 
agency auditor, fiscal 
year 2008 

Opinion rendered by 
agency auditor, fiscal 
year 1997 

Agency for Internationa! Development 

Unqualified 

Disclaimer 

Agriculture 

Unqualified 

Disclaimer 

Commerce 

Unqualified 

Disclaimer 

Defense 

Disclaimer 

Disclaimer 

Education 

Unqualified 

Unqualified 

Energy 

Unqualified 

Unqualified 

Environmental Protection Agency 

Unqualified 

Unqualified 

Genera! Services Administration 

Unqualified 

Unqualified 

Federal Emergency Management Agency 


Other^ 

Health and Human Services 

Unqualified 

Qualified 

Homeland Security 

Disclaimer' 


Housing and Urban Development 

Unqualified 

Qualified 

interior 

Unqualified 

Unqualified 

Justice 

Unqualified 

Disclaimer 

Labor 

Unqualified 

Unqualified 

National Aeronautics and Space Administration 

Disclaimer 

Unqualified 

National Science Foundation 

Unqualified 

Qualified 

Nuclear Regulatory Commission 

Unqualified 

Unqualified 

Office of Personnel Management 

Unqualified 

Other' 

Small Business Administration 

Unqualified 

Unqualified 

Social Security Administration 

Unqualified 

Unqualified 

State 

Unqualified 

Unqualified 

Transportation 

Unqualified 

Disclaimer 

Treasury 

Unqualified 

Other" 

Veterans Affairs 

Unqualified 

Qualified 


Source: GAO, 

Note: In an unqualified opinion, the auditor states that the information in the financial statements and 
accompanying notes is presented fairly, in ail material respects, in conformity with U.S. generally accepted 
accounting principles (GAAP), A qualified opinion discloses exceptions to an unqualified opinion, such as 
inadequate disclosures or selected nonconformities with GAAP. However, in a qualified opinion, the exceptions 
are not considered material enough to affect the fairness of the statements taken as a whole. A disclaimer of 
opinion may result when the auditor is unable to obtain sufficient information upon which to base an opinion. The 
circumstances related to a disclaimer are described in the auditor's report. 


Page 8 




47 


The Federal Emergency Management Agency (FEMA) was transferred to the Department of 
Homeland Security effective March 1 , 2003, and was no longer required to prepare and have stand- 
alone audited financial statements under the CFO Act. 

“For fiscal year 1997, FEMA received an unqualified opinion on a financial statement for a part of the 
agency. Financial statements were not prepared for the whole agency. FEMA prepared its first 
agencywide financial statements for fiscal year 1998, which received an unqualified opinion. 

“For fiscal year 2008, only the Consolidated Balance Sheet and the related Statement of Custodial 
Activity of the Department of Homeland Security were subjected to audit; the auditor was unable to 
express an opinion on these two financial statements. 

“The Department of Homeland Security Financial Accountability Act added the Department of 
Homeland Security to the list of CFO Act agencies, beginning fiscal year 2005. 

The Office of Personnel Management (0PM) did not prepare fiscal year 1997 consolidated financial 
statements. OPM's Retirement Fund and Life Insurance Fund received unqualified opinions; revolving 
funds, health benefits, and salaries and expenses received disclaimers, OPM prepared its first 
consolidated financial statements for fiscal year 2000, which received an unqualified opinion. 

'As of the date of our audit report, the auditors had disclaimed an opinion on State’s fiscal year 2008 
financial statements; however, because the department subsequently provided the auditors with 
sufficient evidential material to support the amounts reported on its financial statements, the auditors 
issued a second report, replacing the first, with an unqualified opinion on State's fiscal year 2008 
financial statements. 

“For fiscal year 1997, Treasury received an unqualified opinion on its administrative financial 
statements and a qualified opinion on its custodial schedules. 

• When do you believe that the federal government will be able to 
reconcile its intra-governmental activities and balances, and thus 
receive a clean audit? 

Resolving the intragovernmental transactions problem remains a difficult challenge 
and will require a strong and sustained commitment by federal agency leadership and 
continued strong leadership by 0MB and Treasury. Given the long-term nature and 
extent of the problem, it is not possible at this point to determine when 
intragovernmental activities and balances will be adequately accounted for and 
reconciled. As we stated in oi.ir fiscal year 2008 consolidated financial statements 
audit report, a substantial number of federal agencies did not adequately perform, the 
required reconciliations for fiscal years 2008 and 2007. 

0MB and Treasury require tlie CFOs of 35 executive depaitments and agencies to 
reconcile, on a quarterly basis, selected intragovernmental activity and balances with 
their trading partners. In addition, these agencies are required to report to Treasury, 
the agency’s inspector general, and GAO on the extent and results of 
intragovernmental activity and balances reconciliation effort.s as of the end of the 
fiscal year. For fiscal years 2008 and 2007, based on trading partner information 
provided to Treasury through agencies’ closing packages, Treasury produced a 
“Material Difference Report” for eadi agency showing amounts for certain 
intragovernmental activity and balances that significantly differed from those of its 
corresponding trading partners as of the end of the fiscal year. Based on our analysis 
of the “Material Difference Reports” for fiscal year 2008, we noted that a significant 
number of CFOs were unable to adequately explain the differences with their trading 
partners or did not provide adequate documentation to support responses on the 
CFO Representations. For botli fiscal years 2008 and 2007, amounts reported by 
federal agency trading partners for certain intragovernmental accounts were not in 
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agreement by significant amounts. In addition, there are hundreds of billions of 
dollars of unreconciled differences between the General Fund and federal agencies 
related to appropriation and other intragovemmenta! transactions. 

In 2006, 0MB issued Memorandum No. M-07-03, Business Rules for 
Intragovemniental Transactions (Nov. 13, 2006), and Treasury issued the Treasury 
Financial Manual Bulletin No. 2007-03, Intragovetmmenlal Business Rules (Nov. 1.5, 
2006). This guidance added criteria for resolving intragovemmental disputes and 
major differences between trading partners for certain intragovemmental 
transactions and called for the establishment of an Intragovemmental Dispute 
Resolution Committee. 0MB is currently working with the Chief Financial Officers 
Council to create the Intragovemmental Dispute Resolution Committee."’ 0MB is 
also using a “Watch List” that lists federal agencies wdth large intragovemmental 
imbalances. The Watch List w'as developed to facilitate reductions in some of the 
largest intragovemmental imbalances, bring federal agency reporting into alignment 
with the Intragovemmental Business Rules, bring the appropriate representatives 
together from the respective agencies, and document the issues and resolutions. 
Treasury is also taking steps to help resolve material differences in intragovemmental 
activity and balances. For example. Treasury is requiring federal agencies to provide 
documentation on how' and when the agencies are resolving certain of their 
unresolved mateiial differences. 

Although 0MB and Treasury have undertaken steps to address our recommendations 
to improve the reconciliation of intragovemmental activities and balances, eight 
recommendations to 0MB and Treasuiy related to the intragovemmental differences 
and reconciliations area are still open. Some of these recommendations address 
issues such as enforcement of OMB’s Business Rules, resolution of significant 
differences between trading partners, and implementation of a process by Treasiuy 
and 0MB to obtain infonnation from individual federal agencies regarding their out- 
of-balance condition. 

Three major impediments to our ability to render an opinion on the U.S. government's 
accrual basis consolidated financial statements continued to be: (1) serious financial 
management problems at DOD, (2) the federal government's inability to adequately 
account for and reconcile intragovemmental activity and balances between federal 
agencies, and (3) the federal government's ineffective process for preparing the 
consolidated financial statements. As such, resolution of the intragovemmental 
transactions problem would be a major improvement but that alone would not result 
in an unqualified or “clean” audit opinion on the U.S. government’s accrual basis 
consolidated financial statements. 


"’The U.S. Chief Financial Officers Council is an organization of the CFOs and Deputy CFOs of the largest 
federal agencies and senior officials of OMB and Treasury who work collaboratively to improve financial 
management in the U.S. Government. 
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If you or your staff have questions about the responses to the questions above, please 
contact me at (202) 512-5500 or Gary T. Engel, Director, Financial Management and 
Assurance, at (202) 512-3406 or engelg@gao.gov. 



Gene L. Dodaro 

Acting Comptroller General 

of the United States 


(19860.3) 
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Ms. Watson. Thank you so much. Mr. Gregg, you can proceed. 

STATEMENT OF RICHARD L. GREGG 

Mr. Gregg. Thank you, Chairwoman Watson. It is a pleasure to 
he here today to discuss the Financial Report of the U.S. Govern- 
ment and the related audit by the Government Accountability Of- 
fice. 

The Financial Report, incorporating the consolidated Govern- 
ment-wide financial statements, is designed to report on the finan- 
cial position and condition of the Federal Government following 
U.S. Federal generally accepted accounting principles. Your inter- 
est in improving Federal financial management is greatly appre- 
ciated. 

The Financial Report reflects the Treasury’s and OMB’s long- 
standing responsibility to provide the Congress and the public with 
timely and reliable information on the cost of Government’s oper- 
ations, the source of funds used to fund them, and the implications 
of the Government’s financial responsibilities. 

The Government’s net operating cost for fiscal year 2008 was just 
over $1 trillion, more than triple the net operating cost of the prior 
fiscal year. This increase resulted from Government revenues that 
stayed relatively flat while costs increased. The Government’s 
budget deficit for the fiscal year ending on September 30, 2008 was 
$455 billion, which is more than double the deficit for the prior 
year. 

Appropriately, the Financial Report discusses the key fiscal chal- 
lenges facing the Federal Government. At the end of fiscal year 
2008, the Government had just begun to initiate a number of un- 
precedented actions to deal with the economic downturn. As such, 
the Financial Report discusses the financial impact on the Govern- 
ment’s operations stemming from those steps and the steps the 
Government took to restore stability in the U.S. financial system. 
While these events had minimal impact on the fiscal year 2008 
statements, they will almost certainly play a more substantial role 
in fiscal year 2009. 

Although the economy and market stabilization issues arose in 
2008 and of course remain ongoing concerns, the longer term issues 
of fiscal sustainability cannot be overlooked. Accordingly, the Re- 
port also discusses the Government’s long term fiscal challenges 
funding Social Security, Medicare, and Medicaid. 

For fiscal year 2008, GAO was again unable to express an opin- 
ion on most of the Government-wide financial statements that ap- 
pear in the Financial Report. The lone exception was a second con- 
secutive unqualified or clean audit opinion on the Statement of So- 
cial Insurance which shows the estimated net present cost of the 
Government’s exposures of its social insurance programs, primarily 
Social Security and Medicare, over 75 years. 

The disclaimer on the remainder of the statements stems from 
three longstanding material weaknesses: First is serious financial 
management control issues at the Department of Defense. Second 
is the Government’s inability to adequately account for and rec- 
oncile intragovernmental activity and balances between agencies. 
Third is the Government’s deficiencies in the process for preparing 
the consolidated financial statements. 
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DOD continues to work toward resolution of many accounting 
issues including those pertaining to property, inventory, accounts 
payable, and several other areas. DOD faces no small challenge in 
trying to integrate and modernize hundreds of financial systems. 
But the Department did show progress in fiscal year 2008 as the 
Corps of Engineers obtained a clean opinion for the first time. 

The Treasury Department, working with 0MB and other Govern- 
ment agencies, has made considerable progress toward resolving 
the intragovernmental transactions and consolidation weaknesses. 
Intragovernmental transactions imbalances occur when two agen- 
cies conducting business with each other as trading partners record 
and report the same transaction differently. 

We continue to make progress on the third material weakness, 
the need to improve the process for preparing and consolidating the 
Financial Report. We have made significant strides in the Finan- 
cial Report’s preparation and consolidation by developing short 
term and long term strategies. These include improving data collec- 
tion, better disclosure requirements, and more information from 
the agencies on an ongoing basis. 

In all. Treasury’s and OMB’s efforts to date have resulted in the 
reduction of GAO findings and recommendations by more than two 
thirds from over 150 just a few years ago to just over 40 for the 
fiscal year 2008 audit. During 2008 we continued to make signifi- 
cant progress, leading to the closure of 16 of 56 recommendations 
that were outstanding from the previous audit reports. We have 
implemented major strategies to address these remaining 40 find- 
ings through contractor support, targeted task groups, and exten- 
sive engagement of the CFO and audit community. 

In fiscal year 2009, we expect to resolve 14 of those remaining 
40 findings. GAO identified only four new issues in the fiscal year 
2008 audit, all of which we anticipate will be resolved in fiscal year 
2009. 

Decision makers not only need reliable information but they also 
need timely information. While Treasury and other agencies con- 
tinue to work toward systems and process solutions, they continue 
to meet ambitious deadlines. Agencies continue to meet the 0MB 
accelerated reporting deadline of November 15th, just 45 days after 
the end of the fiscal year, while Treasury continues to successfully 
compile the Government-wide report from the many agency reports 
just 30 days later. In addition, as you mentioned, 21 of 24 CFO 
agencies earned an unqualified opinion. 

A common critique of the Financial Report of the U.S. Govern- 
ment is that, despite the fact that it contains more than 180 pages 
of detailed information on the Government’s financial position and 
condition, it is not a practical document for communicating with 
American citizens or the Congress. In response, beginning in fiscal 
year 2007, the Treasury Department and 0MB in cooperation with 
GAO developed and issues a summary report entitled, “The Gov- 
ernment’s Financial Health: A Citizen’s Guide to the Financial Re- 
port of the U.S. Government.” This guide, which is included in the 
Financial Report, provides a summary of the key data and issues 
addressed in the full Report in a user friendly manner to the pub- 
lic. 
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Despite our recent accomplishments and progress, much work re- 
mains. We will continue to work toward resolution of the Govern- 
ment’s reporting process weaknesses. However, these reports are of 
limited or even minimal value if they go unread. As such, in addi- 
tion to addressing process issues, we will continue to seek ways to 
make the Financial Report and the information that it contains 
more relevant and useful to the general public. 

Thank you. Chairwoman Watson. That concludes my opening re- 
marks. 

[The prepared statement of Mr. Gregg follows:] 
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EMBARGOED UNTIL DELIVERY 
Remarks us Prepared for Delivery 


Acting Fiscal Assistant Sccrctarj' of the Treasury Richard L. Gregg 
Written Statement - For Submission to the 
House Committee on Oversight and Government Reform 
Subcommittee on Government Management, Organization and Procurement 
June IH. 2009 

Thank you for inviting me to the Committee's hearing to discuss the Financial Report of the United 
States Government {Financial Report) for Fiscal Year 2008 and the related audit by the Ciovernment 
Accountability Office ((iAO). flic Financial Report, incorporating the consolidated government- 
wide financial statements, is designed to report on the financial position and condition of the 
Federal Government follow ing U.S. Federal generally accepted accounting principles (GAAP). 

Your interest in improving Federal financial management is greatly appreciated, fhe Financial 
Report reflects the 1 reasury and the Office of Management and Budget's long-standing 
responsibility to provide the Congress and the public with timely and reliable information on the 
cost of the Government's operations, the sources used to fund them, and the implications of the 
Government's financial responsibilities. 

Financial Highlights 

The Government's net operating cost for fiscal year (FY) 2008 was just over $1 trillion — more than 
triple the net operating cost for the prior fiscal year. T his increase resulted from Government 
revenues that stayed relatively fiat, while co.sts increased due to the economic slowdown and 
significant revaluations of the (jovernment's liabilities for post-employment benefits. The 
Government's budget deficit, for the fiscal year ended September 30. 2008. was $455 billion, which 
was more than double the deficit for the prior year. 

The Government's balance sheet shows that its liabilities exceed its as.sets by more than $10 trillion 
dollars. Much ofthis difference is attributed to; I ) the Government's debt to the public of nearly 
$6 trillion and 2) more than $5 trillion in anticipated Federal employee and veterans' post- 
employment benefits and commitments for which funding fi.e.. employee and employer 
contributions) has not yet been obtained. 

The Government's Financial Challciige.s 

.Appropriately, the Financial Report discusses the key fiscal challenges facing the Federal 
Government. At the end of F Y 2008. the (iovernment had just begun to initiate a number of 
unprecedented actions to deal with the economic downturn. .As such, the Financial Report discusses 
the financial impact on the Ciovernmem's operations stemming from those steps that the 
Government look to restore stability in the U.S. financial system. While these events had minimal 
Impact on the FY 2008 statements, they will almost certainly play a more substantial role in the F Y 
2009 statements. 
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Although the economy and market stabilization issues arose in TV 2008 and, of course, remain 
ongoing concerns, the longer-term issue ol'fiscal sustainability cannot be overlooked. Accordingly, 
the Report also discusses the Government's long-term llscal challenges of funding the Social 
Security. Medicare, and Medicaid programs — programs which will account for a large and growing 
portion of total Government spending in both the near term and long term. The Report examines 
the projected expenditures and related rexenues for these programs, as well as their potential impact 
on tlie Federal debt in the future. As reported in the Statement of Social Insurance, w hich is derived 
largely from Social Security's and Medicare’s annual trust fund reports, the Government projects a 
revenue shortfall of $4.3 trillion for these programs, in present value terms, over the next 75 years. 

Audit Results 

for fiscal Year 2008. GAO was again unable to express an opinion on most of the governnientw ide 
financial statements that appear in the financial Report. The lone exception was a 2nd consecutix e 
unqualified or 'clean" audit opinion on the Statement of Social Insurance, which shows the 
estimated net present value cost of the Government's exposures of its social insurance programs, 
primarily Social Security and Medicare, over 75 years, fhe disclaimer on the remainder of the 
statements stems from three long-standing and significant material weaknesses: 

1. serious financial management control issues at the Department of Defense (DoD). 

2. the (iovernnient's inability to adequately account for and reconcile intragovcrnmental activity 
and balances between agencies, and 

3. the Government's deficiencies in the process for preparing the consolidated financial 
statements. 

DoD continues to work toward resolution of its many accounting issues, including those pertaining 
to property, inventory, accounts payable and several other areas. DoD faces no small challenge in 
trying to integrate and modernize hundreds of financial systems, but the Department did show 
progress in fY 2008. as the .Army Corps of bngineers obtained a clean audit opinion for the first 
time. 

The Treasury Department, working with OMB and other Cjovcrnmenl agencies, has made 
considerable progress towards rc.solving the intragovermnental transactions and consolidation 
weaknesses. Intragovernmcntal transaction imbalances occur when two agencies conducting 
business v\ ith each other, as trading partners, record and report the same transaction differently. We 
arc addressing this issue on several fronts, including requiring more detailed agency reporting, 
developing and using more precise tracking and monitoring tools, and using multi-agency 
commiuees to develop business rules, identify best practices for resolving differences, and facilitate 
actual resolution of inlragovernnienlal imbalances. 

V\ c continue to make progress on the third material weakness, the need to improve the process of 
preparing and consolidating the financial Report. We have made significant strides in the Financial 
Report's preparation and consolidation b\ developing and follow ing detailed corrective action 
plans, including short-term and long-term strategies; enhancing our data collection systems to meet 
disclosure requirements prescribed by generally accepted accounting principles, improving and 
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fully documenting our standard operating procedures by developing a more robust internal control 
program: and enhancing and clarifying reporting guidance to Federal agencies to assure consistency 
with their underlying data. 


In all. Treasury and OMB's efforts to date have resulted in the reduction of GAO tlndings and 
recommendations by more than two-thirds — from over 150 just a few years ago to just over 40 for 
the FY 2008 audit. During I- Y 2008. we continued to make significant progress, leading to the 
closure of 1 6 of 56 recommendations that were outstanding from previous audit reports. We have 
implemented major strategics to address these remaining 40 findings through contractor support, 
targeted task groups and e.xtensive engagement of the CFO and audit community. In FY 2000. we 
expect to resolve 14 of these remaining 40 findings. GAO identified only 4 new issues in the FY 
2008 audit, all of which vve anticipate will be resolved within FY 2009. 

i recognize that until our financial statements can withstand audit scrutiny, we will not benefit from 
the Financial Report's full value in informing the Congress and the public about the Government's 
fiscal position and condition. I lowever, 1 am encouraged by the progress that we have seen to date, 
at both the agency and government-wide reporting levels, and vve will continue to seek 
improvements to the immensely complex process required to produce a report that entails trillions 
of dollars and encompasses the operations of hundreds of C'jovcnimcnt entities. 

Decision makers need not only reliable, but also timely information. While Treasury and the other 
agencies continue to work towards sy .stems and process solutions, they continue to meet ambitious 
deadlines, Agencies continue to meet the (.flVlB accelerated reporting deadline of November i 5 — 
just 45 days after fiscal year end. while rreasury continues to successfully compile the government- 
vvide report from the many agency reports just .20 days later. In addition. 21 or24 CFO agencies 
earned a unqualillcd opinion. 

The Citizens' fiiiide 

A common critique of the Financial Report of the TfS. Goveniment is that, despite the fact that it 
contains more than 1 80 pages of detailed information on the Government's financial position and 
condition, it is not a practical document for communicating with the American citizen or the 
Congress. In response, beginning in l Y 2007. the I reasury Department and 0MB. in cooperation 

with GAO, developed and issued a sumniary report entitled. TIk (iovernmcnl v Financial Ihallh 

.1 Citicen '.V (Juirie lo ihe Financial Reparl of the I ..S', iiowrnmcni. This Guide, which is included in 
the Financial Report, provides a summary of the key data and issues addressed in the full Report in 
a ■'user-friendly" manner to the general public. 

Conclusions 

The process of producing the Financial Report of the U.S. Government and annual agency financial 
reports can have a significant impact on ensuring etTeclive management and control ol'thc 
Government's finances. The financial systems and business processes improvements that many 
agencies have made as a result of audited financial statements and accelerated timelines has led to 
better underlying financial data. We are now looking toward improving efficiency through standard 
sy stems and processes and a common language and structure for exchanging information and 
financial data among agencies and between agencies and Treasury. 
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Despite our recent accomplishments and progress, much work remains, and we will continue to 
work towards resolution ofthe Government's reporting process weaknesses. However, these 
reports are of limited or even minimal value if they go unread. As such, in addition to addressing 
process issues, we w ill also continue to seek ways to make the Financial Report and the information 
that it contains more relevant and useful to the general public. 

Thank you. Mr. Chairman. This concludes my testimony, i look forward to your questions. 
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Hearing on Oversight of Federal Financial Management 
Follow up Questions 


Chairw-oman Watson’s Questions for the Record for Mr. Richard L. Gregg, Acting Fiscal 
Assistant Secretary, Department of the Treasury (written responses with as much detail as 
possible would be appreciated). 

Question One: The Treasury Department’s findings have decreased from more than 150 
to about 40 for the 2008 fiscal year audit, and it is also stated that the agency is expected 
to resolve 14 of the remaining findings in fiscal year 2009. 

• What is the estimated timetable for eliminating the remaining 26 findings? 

Response: There were four new audit findings last year for a total of 44 for FY 2008. 

We anticipate that w'e will close all four of the new findings plus 14 prior years’ findings. 
Although the remaining audit findings are the most complex and difficult to address, w'e 
estimate that we will close 10 findings in 2010. 12 findings in 201 1 and the last four 
findings in or after 2012. 

Question Two: In 2006, the Treasury Department amended the Business Rules for 
Intergovernmental Transactions and the rules now call for a “Material Difference Report” 
at the end of the fiscal year for each agency. With this report, it is now evident when an 
agency and its trading partners have major differences. 

• How effective have these new rules been in resolving disputes between agencies? 

Response: Agencies are working more closely with 0MB, Treasury, and their 
trading partners to resolve disputes and adopt similar accounting methodologies 
that have resulted in the reduction of intragovernmental imbalances. We have, 
however, observed recurring departures from the business niles, the majority of 
W'hich are due to the application of different accounting treatments by agencies for 
the same transaction, or lack of detail in agency legacy accounting systems to 
meet the requirements. Although the business niics have had a positive impact on 
defining requirements and providing guidance to agencies, it will require ongoing 
monitoring by Treasury and OMB as well as recognition by the agencies on the 
importance of this issue. 

• What further changes might be called for to prevent, or at least, greatly reduce 
such disagreements from occurring at all? 

Response: We have already taken significant actions and will continue critical 
activities to prevent and greatly reduce intragovernment disagreements through 
facilitating collaboration, providing reports for the agencies, and making internal 
improvements within Treasury. We established multiple workgroups to resolve 
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the largest differences through specific identification of problems and trends. 
Through these workgroups, we have assisted agencies in reconciling their 
differences with their partners; detennined additional required data elements, 
accounting reporting needs, and potential system changes; and gathered feedback 
on the possible modifications to the business rules. To further assist agencies, we 
developed and made reports available on the Financial Management Service’s 
(F.MS) website for agencies to meet the new reconciliation requirement to balance 
agency data to centrally reported data at the Department of the Treasury, We are 
also enhancing our Intragovemmental Reporting and Analysis System (IRAS) and 
the Intragovemmental Fiduciary Confinnation System to provide agencies with 
more information to assist them with their reconciliations. 

• When do you foresee the federal government becoming equipped to eliminate 
discrepancies in intergovernmental transactions? 

Response; Treasury, OMB, and the Federal agencies are working together to 
eliminate differences in intragovemmental transactions. We anticipate that we 
will further reduce intragovemmental differences by standardizing agency 
agreements and processes. FMS has developed an Intra-agency Agreement (lAA) 
that will be incorporated into the standards for reimbursable agreements that will 
be issued by the Federal Systems Integration Office (FSIO) this winter. 
Additionally, we w'ill continue facilitating our workgroups to further define 
processes, identify areas for automation, and encourage collaboration. 

• On occasion, there have been differences in figures between those cited in reports 
prepared by Treasury and those prepared by OMB in the President’s budget 
request. What actions might be taken to get rid of such differences? 

Response: Both Treasury and OMB reports are prepared from agency-submitted 
data. Certain differences are the result of varying accounting methodologies 
being used. The Financial Report of the U.S. Government, prepared by Treasury 
and OMB, is based on Federal generally accepted accounting principles and is 
generally on an accnial basis. In contrast, amounts reflected in the President’s 
Budget are derived from primarily cash-based transactions. Since they are not 
prepared on the same basis, differences are inevitable between the two sets of 
data. Since two distinctive accounting approaches are used for the Financial 
Report and the President’s Budget, we provide an analysis explaining the major 
differences. 

Differences that arise as a result of inconsistent accounting practices within 
agencies’ financial systems are not acceptable. The Department of Treasury is 
addressing such differences by requiring agency submitted data to pass certain 
validity and data integrity checks at year end. In 2012, as our internal systems are 
enhanced, we will require agencies to submit their proprietary and budgetary data 
quarterly. 


2 



59 


Ms. Watson. We certainly want to thank the two of you. I would 
like you to say in place and we are going to go back to panel one. 

We are going to submit the questions we had to you and you can 
respond in writing in the interests of time. There is a little game- 
playing going on on the floor. There are motions to adjourn. So 
rather than run back and forth, we are going to stay here and at 
least hear your presentations. You can explain your bill and then 
we will ask for the answers, the questions and then the answers, 
through mail. I am sorry we can’t share the responses with the au- 
dience but we are busy on the floor as you can see. 

Mr. Cuellar, please. Stay in place; he can use the third mic. 

STATEMENT OF HON. H ENRY CUELLAR, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF TEXAS 

Mr. Cuellar. Thank you very, very much for allowing me to be 
here with you. I want to join the Members that have helped me out 
in this particular bill. 

One of the things I have always believed is that the Federal Gov- 
ernment can do two things to become more efficient, more effective, 
and more accountable. That is, we can implement program assess- 
ment standards and we can use those standards to conduct legisla- 
tive oversight. But in order to perform both tasks, we must have 
accurate financial information from our agencies. That is a neces- 
sity. 

The piece of legislation that I have introduced is H.R. 2142: The 
Government Efficiency, Effectiveness, and Performance Improve- 
ment Act. Improving the performance of our agencies is a biparti- 
san issue, which is a hallmark of good government. Also, adequate 
program assessments will provide agencies with data that can help 
them in the formulation of accurate financial information. 

Certainly, I want to thank my colleague Dennis Moore for his 
significant contributions to this legislation as well as other Mem- 
bers that have cosponsored this legislation. Also, I want to thank 
Bernice Steinhardt from the Government Accountability Office. She 
and her colleagues have written extensively on this area. I cer- 
tainly ask you all to take a look at her work. 

What gets measured gets done. This is the focus of this particu- 
lar focus that we have. It is basically looking at results oriented 
government, setting goals and performance targets for our agen- 
cies, and making sure that those measures become results that we 
are looking at. 

There was a book that was written more than 10 years ago, back 
in 1992, by David Osborne and Ted Gaebler. It is a book that they 
called Reinventing Government. There they talk about certain prin- 
ciples. I think. Madam Chair, that this is very important. They talk 
about how what gets measured gets done. 

If you don’t measure results, you can’t tell success from failure. 
If you can’t see success, you can’t reward it. If you can’t reward 
success, you are probably rewarding failure. If you can’t recognize 
failure, you can’t correct it. If you can demonstrate results then you 
can win public support. 

To summarize this, I would like to just give you a little bit of 
show and tell. The rest of my testimony is here. I would ask you 
to look at bill patterns. Bill patterns for appropriations have been 
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transformed across the States. As you know, most States have done 
what we call results oriented government. The Federal Government 
did a little bit in 1993 under President Clinton, but I am using 
Texas as the pattern just as an example. 

What you see is that the bill pattern that a lot of States have 
gone to is what we call, first, the line item pattern. What you see 
there is basically that they say one item like travel, this is how 
much they get. This is how much they get for, let us say, services 
that they provide. You can see it is a very simple way. You don’t 
get much information. That was in the 1970’s. 

You move into the 1980’s and move more into what we call a pro- 
gram type of bill pattern. You look at it and it sets up a little bit 
more of the programs instead of very detailed items. You can see 
a little bit of evolution. 

Then you move into the modern, and I am using Texas as an ex- 
ample. Basically, here what you would see is that you have the 
amount of services but you also have, if you keep going down on 
the area, you see goals there. You see outcomes. You see strategies. 
You get the efficiencies and how much it costs to do certain things, 
outputs. 

When you look at this type of information, the financial informa- 
tion that is provided is put in a particular area in a particular way 
that provides you more information and therefore provides better 
legislative oversight. Madam Chair, you will see there that you will 
have a goal for the agency and you will see what results you want 
to see. Instead of measuring activity, you will measure the results 
that you want to see. 

Finally, as the last thing, let me show you the next one. Basi- 
cally, the next one is what the Federal Government looks like. If 
you look at the Federal budget, this is what we have. In many 
ways, it reminds me of what we were doing in the 1970’s in a lot 
of States. You see there that it basically will say this program gets 
X amount of dollars and this next program gets X amount of dol- 
lars. 

It is basically what States were doing in the 1970’s. Here we are 
already in the 21st century and our Federal Government has not 
gone to measuring results, measuring the information that we need 
to look at. We are still in the 1970’s in many ways, or before that 
at the Federal Government. 

I think this committee. Madam Chair, has a great opportunity, 
especially now when we are spending a lot of money, to start look- 
ing at results instead of saying here is $1 billion to do this. 

There is a lot more detail but I think it is all in my testimony. 
I think the show and tell was probably the best way to show where 
we are as the Federal Government and how we are probably light 
years behind what a lot of the States have gone to. Most of the 
States have moved into these performance measures. I know the 
GAO and other organizations have done a great job at talking 
about this. 

Madam Chair, I present this in a short period of time because 
we have to go vote but I would ask you to take a look at this infor- 
mation. Hopefully we can spend more time at a later time discuss- 
ing this particular topic. 

[The prepared statement of Hon. Henry Cuellar follows:] 
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Chairwoman Watson, Ranking Member Bilbray and members of the 
Committee, we are here today in pursuit of making government more 
efficient, effective, and accountable. I believe that the federal government 
can do two things to become more efficient, effective, and accountable: we 
can implement program assessment standards and we can use these 
standards to conduct legislative oversight. In order to perform both tasks we 
must have accurate financial information from our agencies is a necessity. 

I have introduced a piece of legislation that would implement a 
structure for continuous program assessments, HR 2142, the Government 
Efficiency, Effectiveness, and Performance Improvement Act. Improving 
the performance of our agencies is a bipartisan issue that is a hallmark of 
good government. Also, adequate program assessments will provide 
agencies with data that can help in the formulation of accurate financial 
statements. 

I would like to thank Representative Dennis Moore for his significant 
contributions to this legislation as well as the other Members who have 
cosponsored this bill. I would also like to thank the many individuals and 
organizations that have contributed to this effort including Bernice 
Steinhardt of the Government Accountability Office. Ms. Steinhardt and her 
colleagues have written extensively on this subject, and we continue to use 
their research as guidance. 

What Gets Measured, Gets Done 

I address you today in order to shed further light on our responsibility 
to provide a continuous level of government improvement for our fellow 
citizens. The answer is not complicated or expensive; in fact it streamlines 
government, encourages efficiency, and rewards effectiveness. The concept 
that I refer to is Performance Based Budgeting. PBB is a results oriented 
budget tool that sets goals and performance targets for agencies, and 
measures their results. PBB not only increases the capacity for legislative 
oversight, but it also helps to increase the quality of services that our citizens 
receive. It is important for our legislative body to remain representative and 
responsive to the needs of our citizens. 

David Osborne and Ted Gaebler summarized the need for 
measurement in their book. Reinventing Government: How the 
Entrepreneurial Spirit is Transforming the Public Sector (1992): 
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• What gets measured, gets done 

• If you don’t measure results, you can’t tell success from failure 

• If you can’t see success, you can’t reward it 

• If you can’t reward success, you’re probably rewarding failure 

• If you can’t recognize failure, you can’t correct it 

• If you can demonstrate results, you can win public support (Osborne 
andGaebler 1992, 146-155) 

This perspective is important, because measuring the performance of 
government agencies is a fundamental part of our responsibility as a 
responsible Congress. 

A Congress Exercises Four Fundamental Functions: 

• Lawmaking and public policy making. Congress makes laws and sets 
public policy for the United States. This function includes fact-finding 
and analysis related to both governmental and non-governmental 
activities. 

• Raising revenues. Congress has authority to levy taxes, fees, and 
authorize the sale of bonds. 

• Budgeting. Congress determines the activities and purposes for which 
government may spend money. 

• General oversight of government. The Constitution prohibits Congress 
from executing or enforcing the law. But the Congress independently 
gathers information about the executive and judicial branches to aid it 
in its policy-making functions. 

And Congress Exercises its Oversight Powers to: 

• Protect the public health and welfare, 

• Protect citizens’ freedoms and assure access to the government, 

• Preserve public property, and 

• Assure itself that public funds are properly spent and controlled. 

• Performance Management in State Governments 

Performance Budgeting is not a new idea. Most state governments have 
undertaken the challenge of implementing Performance Based Budgeting in 
their own agency institutions. Many of these innovative programs have led 
to improved efficiency, transparency and effectiveness. This push has also 
allowed state legislatures to become more accountable in their oversight 
activities. States experiencing budget shortfalls have used PBB principals to 
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increase the quality of services given to the public. A lot of wisdom has been 
gained through the trials in our states, and almost all of them are ahead of 
the Federal Government in PBB implementation. We need to implement 
policy examples from the best states, and we need to avoid our past 
mistakes. The information is at our fingertips, we owe our citizens their due 
diligence. 

Bill Pattern Evolution 

One of the most important changes occurring through the performance 
budgeting process is the inclusion of performance information in the budget 
itself Having performance information included in a manner that is 
appropriately organized and easily understandable is an important first step. 
When we have this type of information we have a useful tool for formulating 
benchmarks. This information can also be valuable in determining the true 
budgetary costs of each individual type of service that we provide to our 
citizens. 

Agencies can use this information to justify funding levels for any 
specific amount of output. Appropriators will also have a better idea of the 
connection between funding and the impact of their programs. 

Need for Program Assessment 

As mentioned earlier, adequate legislative oversight cannot happen 
without adequate program assessment. My legislation, HR 2142 would do 
the following: 

• Program Assessments - Require that every federal program be 
assessed at least once every five years by teams of analysts from 
agencies and 0MB to evaluate: the clarity of the program’s purpose 
and objectives, the quality of the program’s management and 
organizational design, the quality of the program’s strategic and 
performance planning and goals, and the effectiveness of the program 
in meeting its strategic objectives. 

• Assessment Reports - Require that assessment reports summarizing 
the findings of each assessment be submitted along with the 
President’s budget every year. These reports will provide critical 
information on program strengths and weaknesses to policymakers 
and managers. 
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• Improvement Plans - Require agencies to submit, within 90 days 
after the submission of assessment reports, improvement plans that lay 
out the management, organizational, and operational reforms the 
agency will implement to respond to the issues raised in the 
assessment report and to improve the performance of the program. 
Improvement plans will help ensure that agencies take necessary 
follow up actions to address weaknesses identified during an 
assessment. 

• Agency Performance Improvement Officers and the Performance 
Improvement Council - Establish “agency performance 
improvement officers” to supervise the performance management 
activities of agencies, and the Performance Improvement Council, to 
assist in the development of performance standards and evaluation 
methodologies, identify best practices in performance management 
practices, and facilitate the exchange of information on performance 
among agencies. This will ensure that each agency has at least one 
executive to focus solely on performance issues. 

Conclusion 

Performance-based budgeting is a results-driven method which 
encourages managerial improvement and better program results. We have a 
responsibility to our citizens, and the dialogue must start with us. 

Program assessment is crucial to the development of data needed to 
identify weak points and improve program perfonnance. What we want to 
have is a program assessment tool that is Non-Partisan. It should not change 
when one Administration changes over to another and performance 
measures should not be under the influence of partisan trends. 

We need to Stand Together and do what is best for our citizens. It is 
for this reason that we need to bring all of Congress together in the support 
of these necessary solutions. 

Thank you for the opportunity to testify. I will look forward to 
answering your questions. 



66 


Clnugrc0s of tlie itniteD -States 

tDaahinijtou. Sffi 20315 


April 28, 2009 

Cosponsor the Government Efficiency, Effectiveness, and 
Performance Improvement Act of 2009 


Dear Colleague: 

Over the years there have been many attempts to streamline the operations of the federal government so that 
agencies operate in an efficient manner and are effective in achieving their objectives. Many advocates of good 
government believe that efficiency, effectiveness and accountability in the operations of government agencies 
can be improved if there is an enhanced focus on performance results, as well as the integration of performance 
information into budgetary and operational decision making. 

To improve the federal government’s performance management process, and increase the availability and 
transparency of performance information, we have introduced the Efficiency, Effectiveness, and Performance 
Improvement Act of 2009. The Government Efficiency. Effectiveness, and Performance Improvement Act 
would; 


■ Program Assessments - Require that every federal program be assessed at least once every five years 
to evaluate the clarity of the program's purpose and objectives, the quality of the program’s 
management and organizational design, the quality of the program’s strategic and performance planning 
and goals, and the effectiveness of the program in meeting its strategic objectives. 

■ Assessment Reports - Require that comprehensive assessment reports summarizing the findings of 
each assessment be submitted along with the President’s budget every year. 

■ Improvement Plans - Require agencies to submit, within 90 days after the submission of assessment 
reports, improvement plans that lay out the managerial, organizational, and operational reforms the 
agency will implement to respond to the issues raised in the assessment report and to improve the 
performance of the program. 

■ Agency Performance Improvement Officers and the Performance Improvement Council - Create 
“agency performance improvement officers” to supervise the performance management activities of 
agencies, and the Performance Improvement Council, which will assist in the development of 
performance standards and evaluation methodologies, identify best practices in federal performance 
management practices, and facilitate the exchange of information on performance among agencies. 

By using improving the federal performance management process and increasing the accessibility of 
performance information, congressional policy makers will be able to conduct more effective oversight, make 
better-informed authorization and appropriation decisions, identify and eliminate duplicative programs, and help 
improve the performance of federal programs. Please join us in this effort to make our government more 
effective, efficient and accountable. 
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Congressman Henry Cuellar 
28^*’ Congressional District, TX 


A Legislator’s Guide to Using Performance Information 


Basic questions to ask agencies in budget and program review hearings: 


• What is your program’s (or agency’s) primaiy purpose? Which citizens are affccIctiV 

• What key results are expected from this use of taxpayers’ funds? 

• What key performance indicators do you use to track progress in attaining tliese 
results? 

• What were the results in the most recent years? 

• How do these results compare to your targets? Have any results been unexpectedly 
good or unexpectedly poor? 

• How do the results compare to other benchmarks, e.g.. other states? 

• For which citizen groups have the results been less than desired? (Examples: Groups 
by location, gender, income, age, race/ethnicit)', disability, etc.) 

• If any targets were missed, why were those targets missed? 

• What is currently being done to improve deficiencies? 

• What actions docs your new/proposed budget include that would improve results? 

• How would the results change if funding is increased by 5 percent? Dccrea.scd by 5 
percent? 

• Which groups of citizens might benefit? Which might lose? To what extent? 

• What other programs and agencies are partners in producing desired results? 

Source; Leffslalmg for Results. Action Brief 9. National Coiilerence of State Legislatures and the Urban liisliiule. 
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Texas State Budget FY 
2010 and FY 2011 


DEPARTMENT OF AGING AND DISABILITY SERVICES 

(Continued) 


Prot'essionai Fees and Services 


27.995.960 


27 4U5,9n2 

Fuels and Lubricants 


1,437,450 


1.437,450 

Consumable Suoplies 


6,372.901 


n 4~2 

Utilities 


13.602.578 


1 3.w)2,576 

Travd 


12.734,957 


P ‘M'j 

Rent - Building 


298,042 


29x052 

Rent - Machine and Other 


4.283.953 


4 283 953 

Other Operating Expense 


232.892.408 


l7A.3ii)245 

Client Services 


5,462,633.408 


.■'.(if) i ,2h4.22.i 

Food for Person.s - Wards of State 


9,8.54.454 


9,X54 454 

Grants 


206,682.226 


198.242.799 

Capital E.xpenditures 


1.2,868,615 


15^f->5x.tjx7 

Total, Object-of-Expense Informational Listing 


6 548 409 069 


6 . 080 . 398.471! 

Estimated Allocations for Employee Benefits and Debt 





Service Appropriations Made Elsevrhere in diis Act: 





Emniovee Benefits 





Retirement 

5 

28,621.627 


29,050,952 

Ciroup Insurance 


120.270.824 


130,706.628 

Social Security' 


38,966,041 


39,550.532 

Benefits Replacement 

- 

3.8:?.S7X 

— 

3.6.32.684 

Subtotal. F.mployce Benefits 

i. 

191.682.370 

.5! 

202,940,796 

rXibt Servivie 





TPF.A GO Bond Debt Service 

s 

13.613,674 

S 

15.360.232 

Lease Payniein.s 

- 

151,175 


151.612 

Subtotal. Debt Service 

L 

13.764,849 


15, 511, 844 

Total, Estimated Allocations for Employee 





Benefits and Debt Service Appropriations Made 





Elsewhere in this Act 

s_ 

20.5.447.219 

L. 

218.452.640 


1, Performance Measure Tarsets. Tlic following is a listing of ihc key perfonnunce target levels 
for the Department of Aging and Disability Services, ft is the intent of the Legislature that 
appropriations made by this Act be utili/cd in the most efficient and effective manner possible to 
achieve the intended mission of the Department of Aging and Disability Services, In order to 
achieve the objectives and service standards established by this Act. the Department of Aging and 
Disability .Services shall make every effort to attain the following designated key performance 
target leveLs associated with each item ofapproprialion. 


A. Goat: LONG-TERM SERVICES AND SUPPORTS 
Outcome (Results/Impact): 

i'crcont ol'Long tefm Care individuals , Served in 
Community Setiinus 

Average Number nt Individuals Served Per .Vlonih: 

Medicaid Non-waiver Community Services and Supports 
Average Number of Clients Served Per Month: Waivers 
Numticr of Persons Receiving Services at the Hnd of the 
Fiscal Year: Waivers 

A. 1.1. Strategy: INTAXE. ACCESS. & ELIGIBILITY 
Output (Volume): 

Average Monthly Number of Individuals wiih Menial 
Rctardaiion (MR) Receiving Assessment and Serv ice 
Coordination 

A.2. 1 . Strategy: PRIMARY HOME CARE 
Output (Volume); 

Average Number ofindividuais .Served Per Month; 

Primary Home Care 

Efficiencies; 

Average Monthly Cost Per Individual Served; Primary 
Home Care 

A.2.2. Strategy: COMMUNITY ATTENDANT SERVICES 
Output (Volume): 

Average Number of Individuals Served Per Month: 
Community .Attendant Services 

Efnciencies; 

Average Monthly Cost Per Individual Served; Community 
Attendant Services 

!i-3 


20 10 

74.15% 

110.754 
5.7. 1,T 

54,37.5 

;^. 02.7 

525.4S 

40,925 

71^1.52 


201 1 

74 . 3 ";) 

! 10,97! 
5(S,6.5! 

58, S% 

8.023 

52,599 

838.46 

40.34 i 

•?88.;4 


.\539-Coiif-2-.A 


May 23, 2009 
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U:\2009HEPT\CONF\07REPT\07CONF.001 SEN. APPliOP. 

27 

1 any other appropriation siiall be used to pro\ade meal ser\'- 

2 i(‘es at or for Job Coips centers. 

3 VETI-;R;VN'S KMPI.OY.MEXT .VVD TRiUM.Vd 

4 Not to exceed S205,4ti8,000 may be derived from the 

5 Employment Security Administration Account in the (,'n- 

6 emplojTnent Trust Fund to cany out the provisions of 48 

7 U.S.C. 4100-4114, 4211-4215, and 4421-4427, and 

8 Public Law 104-454, and which shall be available for obli- 

9 gation bv the States through December 41, 2009, of which 

10 .$1,949,000 is for the National Vx'terans’ EmplovTuent and 

11 Training- Services InstitutfY To carrj' out the Homeles.s 

12 Veterans Reintegration Programs under section 5(a)(1) of 

13 the Homeless Veterans Comprehensive A.ssistanee A<;t of 

14 2001 and the Veterans Workforce Investment Programs 

15 under .section lfi8 of the Workforce Inv-estment Act, 

16 $44,971,000, of which $7,641,000 shall be available for 

17 obligation for the period July 1, 2009 through June 40, 

18 2010. 

19 OFFICE OF [.X.-SPECTOR r.E.NEK.VI. 

20 For salaries and expenses of the Offute of Inspector 

21 (leneral in carrving out the provision.s of the In.speetor 

22 (ieneral Act of 1978, $76,426,000, together with not to 

23 exceed $5,815,000, which may be expended from the Em- 

24 plovTnent Security Administration xlccount in the Unem- 

25 plovinent Tnist Fund. 


FY 2009 Federal 
Appropriations Language 
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Ms. Watson. While you are still seated there, let me just ask you 
this: We have had hearings on the moneys that we have sent into 
Iraq after the mission was accomplished and the plane loads flew. 
We still can’t account for $9 billion. Would this new format that 
you are laying out in your bill be able to tell us from the Depart- 
ment of Defense and the Pentagon how to trace this money and 
where possibly it will go? Looking for results, I don’t know if we 
got results. 

Mr. Cuellar. Right, exactly. If you look at the Federal bill pat- 
tern, and I can 

Ms. Watson. Is that page 27? 

Mr. Cuellar. Well, that is part of it. It is one of my attachments 
there. 

I just gave you an example. You can put the military in the same 
thing with program military A, program military B, program mili- 
tary C, and the amounts of billions of dollars. If we would put it, 
go back to that one right here where you see the goals, you say we 
are going to give you $1 billion and from the $1 billion we want 
you to meet this particular goal. Here are the measures that we 
want you to meet and if you don’t meet those measures then, if 
there is a variance, we want you to come back and tell us why. 

The problem is we have been giving moneys in programs and not 
in setting the goals, the strategies, the outcomes that we want. 
Part of this is our problem. Madam Chair, as Members of Congress. 
We are not providing the proper oversight with the tools that will 
provide us this information. 

I believe that if you look at this, this is just an example, imagine 
if we said here is the money, billions of dollars, that we are sending 
off to Iraq. Let us say that you look at reconstruction. Here is the 
goal for reconstruction. Here are the outcomes we want to see. 
Here is the strategy. Here are the outputs that we want to look at. 
That will provide us more oversight to this. 

Again, Madam Chair, if you look at this, we are still stuck in a 
1970’s or pre-1970’s format. I believe this committee has the oppor- 
tunity to change the way we do business in the Federal Govern- 
ment. We are still setting moneys in programs. Here is the exam- 
ple; this is what we are doing: We are just saying program A, you 
get this amount of dollars. Sure, there has been some performance 
measures that have been done in different programs but they are 
not assessable in an easy way to Members of Congress. 

I guess the best thing I can do to summarize is that if you look 
at my attachments, look at the 1970’s and look at the 1980’s bill 
patterns. Look at 2000 as the example of what Texas is doing. You 
can use California or you can look at other States that are doing 
this. Then look at what the Federal Government is doing. You will 
see that we are still stuck in the 1970’s, pre-1970’s format. 

Ms. Watson. I really want to thank you for the thought that you 
have put into your proposed legislation. Our oversight responsibil- 
ity has not been utilized to get the best results. We have to find 
out where our dollars are going, particularly during the time when 
we have such great deficits and our debt is growing every day. 

Mr. Cuellar. I ask you to look at the statement. Madam Chair, 
from David Osborne. I think it summarizes it. What gets measured 
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gets done. If you don’t measure results, you can’t tell success from 
failure. If you can’t see success, you probably are rewarding failure. 

Ms. Watson. It is how you lay out that measurement to get the 
kind of information you want. 

Mr. Cuellar. That is correct. 

Ms. Watson. I do thank you for your proposal in front of us. To 
the audience, we will go through it and we will have certain ques- 
tions. We are just running out of time. But we will have certain 
questions we will want to ask the witnesses and then they can re- 
spond in writing. We will have another hearing so that we can 
share the information that we get back with the general public. 
Thank you so much. 

We are now going to turn to the third and final panel. Again, I 
will have to ask you to stand and raise your right hand to be sworn 
in. 

As they are coming up, if you will continue to stand? First there 
is Ms. Peggy Sherry. She is the Acting Chief Financial Officer for 
the Department of Homeland Security. Ms. Sherry previously 
served as the Deputy Chief Financial Officer for the U.S. Holocaust 
Memorial Museum and as an auditor for the Government Account- 
ability Office. Let me send you our condolences on the incident that 
happened within an area of your responsibility. 

Mr. Ronald Spoehel is the Chief Financial Officer for NASA. Mr. 
Spoehel has served as the executive vice president, chief financial 
officer, and director of ICX Technologies; as executive vice presi- 
dent, chief financial officer, and director of ManTech International 
Corp.; and as chairman and founder of Alpine Partners. 

Mr. Brian Riedl is a senior policy analyst and Grover Hermann 
fellow in Federal budgetary affairs for the Thomas A. Roe Institute 
for Economic Policy Studies at the Heritage Foundation. His areas 
of expertise include Federal spending, appropriations, economic 
growth, agriculture, and welfare reform. 

While you are standing, I will administer the oath of office. 

[Witnesses sworn.] 

Ms. Watson. All right, you may be seated. Let the record reflect 
that the witnesses answered in the affirmative. 

I would like to proceed with Ms. Sherry first. The briefer you 
could be, the better. Thank you. 

STATEMENTS OF PEGGY SHERRY, ACTING CHIEF FINANCIAL 

OFFICER, DEPARTMENT OF HOMELAND SECURITY; RONALD 

SPOEHEL, CHIEF FINANCIAL OFFICER, NASA; AND BRIAN M. 

RIEDL, SENIOR POLICY ANALYST AND GROVER HERMANN 

FELLOW IN FEDERAL BUDGETARY AFFAIRS, THE HERITAGE 

FOUNDATION 


STATEMENT OF PEGGY SHERRY 

Ms. Sherry. Thank you. Chairwoman Watson, Ranking Member 
Bilbray, and members of the subcommittee for the opportunity to 
testify before you on the results of the Department of Homeland 
Security’s fiscal year 2008 financial statement audit. 

I also thank you for enacting the DHS Financial Accountability 
Act. With the passage of this act, DHS launched an ambitious 
multi-year effort to build assurances for internal controls as well 
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as to execute corrective actions to improve financial accounting and 
reporting. 

DHS received a disclaimer of opinion on its fiscal year 2008 fi- 
nancial statements. However, for the third consecutive year, audit 
results show we continue to make steadfast progress. Auditors 
noted the Department’s progress in implementing corrective actions 
and improving the quality and reliability of our financial reporting. 
Our multi-year corrective action plans led to reducing the number 
of material weaknesses from 10 to 7 to 6 in the past 3 years. We 
also reduced the number of disclaimer conditions from 10 to 6 to 
3 in the past 3 years. 

In addition, the Secretary’s Financial Reporting Assurance State- 
ment has improved from a statement of no assurance in fiscal year 
2005 to a statement that illustrates internal controls are well de- 
signed in fiscal year 2008. For fiscal year 2009, the Department’s 
goal is to provide our first ever assurance that internal controls are 
effectively working with the exception of those in a few compo- 
nents. 

Audit challenges do remain but in more focused areas. We are 
partnering with and providing oversight to the Coast Guard, the 
Transportation Security Administration, and FEMA to address 
audit disclaimer and material weakness conditions. 

We continue to demonstrate progress in performance reporting. 
I am pleased that our 2008 Performance Report was recently 
ranked fourth highest in the Federal Government for providing 
useful information on the public benefits and outcomes that DHS 
delivers. This is particularly noteworthy since 2 years ago DHS 
was ranked 21 out of 24. We improved the link between resources 
and outcome oriented performance goals, and we described our im- 
provement strategies when goals were not met. 

We continue to implement initiatives aimed at increasing finan- 
cial management competencies and sustaining financial manage- 
ment improvements throughout the Department. For instance, in 
the fall we released the DHS Financial Management Policy Man- 
ual. This online manual provides guidance on budget formulation, 
execution, financial management, accounting, and reporting while 
introducing standardization throughout DHS with a strong focus 
on internal controls. 

Also, we issued the third edition of the Internal Control Playbook 
which outlines the Department’s strategy and process to eliminate 
internal control weaknesses and build strong management assur- 
ances. 

The most important part of building our core financial manage- 
ment competencies is strengthening and training our workforce. 
We are in our fourth series of the CFO Mentorship Program for 
mid-level managers to help create a pipeline of strong candidates 
for senior financial management leadership roles at DHS. Addition- 
ally, nearly 400 newly hired employees from across the country 
have attended common financial management training. They learn 
about the different missions within the Department, our core finan- 
cial functions, and key financial management fundamentals. I also 
sponsor a recurring certification program to professionalize the 
DHS workforce. 
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As we make improvements in our financial reporting and 
strengthen the skills of our workforce, we continue moving forward 
to consolidate our financial systems. This initiative will greatly im- 
prove the quality of and control over DHS financial data, making 
financial accounting processes more efficient and serving as the 
foundation for standard business and financial management prac- 
tices across the Department. 

Financial management has come a long way at DHS and I am 
inspired by the extraordinary efforts of our dedicated staff at head- 
quarters and in the components. We remain committed to improv- 
ing financial management, continuing our efforts to strengthen in- 
ternal controls, and to realigning business processes for improved 
effectiveness and efficiency in support of our mission and the 
American taxpayer. 

I appreciate the support we have received from the OIG, the 
GAO, this committee, and Congress. Thank you for your leadership 
and your continued support of the Department of Homeland Secu- 
rity. 

[The prepared statement of Ms. Sherry follows:] 
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Statement by 

Peggy Sherry 

Acting Chief Financial Officer 
Department of Homeland Security 

Before the 

House Committee on Oversight and Government Reform 
Subcommittee on Government Management, Organization and Procurement 

Hearing on 

Oversight of Federal Financial Management 

June 18, 2009 
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Thank you Chairwoman Watson, Ranking Member Bilbray, and members 
of the Committee for the opportunity to testify before you regarding the results of 
the Department of Homeland Security’s (DHS) Fiscal Year (FY) 2008 financial 
statement audit. 

I would like to thank Congress for enacting the Department of Homeland 
Security's Financial Accountability Act. With the passage of the Act, we 
launched an ambitious multi-year effort to build assurances for internal controls 
as well as executed corrective actions to improve our financial accounting and 
reporting. We have worked collaboratively with Congress, the Government 
Accountability Office, the Office of Management and Budget, the DHS Office of 
the Inspector General, and our Independent Auditor to ensure that we strengthen 
internal controls in support the Department’s mission. 

DHS is committed to improving financial management, continuing efforts 
to strengthen internal controls, and re-aligning business processes for improved 
efficiencies and effectiveness. Our goal is to secure the nation using resources 
that are both fully accounted for and effectively used. 

FY 2008 Financial Statement Audit Results 

For the third consecutive year, the results of the annual financial 
statement audit show DHS continues to make progress. When DHS was formed, 
we inherited 30 significant deficiencies with 18 classified as material 
weaknesses. These included insufficient internal controls, system security 
deficiencies, and incomplete policies and procedures to produce auditable 
financial statements. 

As our independent auditors report, the Department continues to make 
progress implementing corrective actions and improving the quality and reliability 
of our financial reporting. Consider the following accomplishments: 

In FY 2006, DHS launched an ambitious multi-year effort to implement 

corrective actions, reducing the number of material weaknesses from 10 in 

FY 2006, to 7 in FY 2007, to 6 in FY 2008. 
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> The Secretary's Financial Reporting Assurance Statement has improved 
from a statement of no assurance in FY 2005 to a statement that good 
internal controls are in place in FY 2008, For FY 2009, the Department’s 
goal is to provide our first ever assurance that internal controls are 
effectively working, with the exception of those in a few components. 

The remaining audit challenges are more specific and easier to target. 

We continue to partner with and provide oversight to the U.S. Coast Guard, 
Transportation Security Administration, and Federal Emergency Management 
Agency to address audit disclaimer and material weakness conditions. We also 
continue to demonstrate progress in performance reporting. I am pleased to 
report that our FY 2008 Performance and Accountability Report was recently 
ranked by the Mercatus Center as the fourth highest in the federal government 
for providing useful information on the public benefit and positive outcomes DHS 
delivers as well as accounting for our use of tax-payers’ dollars. This is 
particularly notable: just two years ago, DHS was ranked 21 out of 24. 

Financial Management Improvement Initiatives 

When our former CFO last testified before this Committee, he discussed a 
series of initiatives intended to build a common DHS financial management 
culture and achieve sustainable financial management improvement. I am 
pleased to update you on the substantial progress we have made in these areas. 

• We are in our fourth series of the CFO Mentorship program for mid-level 
managers. This program helps create a pipeline of strong candidates for 
senior financial management leadership roles at DHS, 

• We continue to ensure a common set of competencies for all DHS 
financial management employees. Nearly 400 employees have attended 
new hire training since its inception in March of 2007. They learn about 
the different missions within the Department; our core financial functions; 
and the responsibilities of ail financial management employees to support 
strong internal controls and to enforce compliance with fiscal law. 


3 
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• Last fall, we published the Financial Management Policy Manual, an 
online repository that provides DHS guidance for program and budget 
formulation, budget execution, financial management, accounting and 
reporting. The Manual provides standard financial management policies 
to be used throughout the Department, with a focus on strong internal 
controls that help DHS accomplish our financial management goals by 
preventing and detecting potential waste, fraud, and abuse. 

• We have issued three editions of the Internal Control Playbook. The 
Playbook outlines the DHS strategy to design and implement an effective 
internal control system to support our mission, eliminate internal control 
weaknesses, and build management assurances. In addition, we 
established an Internal Control Management Office to ensure the internal 
control improvements we put in place continue to work effectively. 

• We are moving forward with our plans to consolidate our financial 
systems. This initiative will greatly improve the quality of and control over 
DHS financial data, make the financial accounting process more efficient 
throughout DHS, and serve as the foundation for standard business and 
financial management practices across DHS. 

Financial Systems Consolidation 

Mission support requires a real-time enterprise view of DHS resources. 
Currently, DHS has 13 separate financial management systems each reflecting 
many different business processes, numerous accounting lines, and varying 
levels of system integration — with many still relying on manual processes — 
resulting in inconsistent data across the Department. Likewise, maintaining 
multiple systems across the Department often leads to replication and high 
overhead when upgrades, support services and system changes are necessary. 

As we work to address our financial management challenges and increase 
transparency in reporting, the Transformation and System Consolidation (TASC) 
initiative is critical. This initiative will result in the Department acquiring a proven, 
integrated financial, asset, and acquisition management system. This important 
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initiative will, among other things, enhance mission support and improve our 
ability to report financial data in a timely and accurate way. 

We are in the midst of conducting the TASC acquisition and will select a 
vendor by the second quarter of FY 2010. Once awarded, the Department will 
integrate and standardize its financial, procurement, and asset management 
processes, including establishing one DHS accounting line. DHS also has a 
strong program management office to provide full-time, day-to-day oversight of 
the project to help ensure success. 

The Path Forward 

We have demonstrated our commitment both to develop and execute 
strong, actionable plans that improve our financial management with strong 
internal controls. Consolidating our financial, asset, and acquisition systems will 
accelerate Department-wide progress in our efforts for efficiency, effectiveness, 
transparency, and accountability. As DHS undertakes its transformation and 
system consolidation effort, the Department’s financial management 
infrastructure will become more stable and will significantly contribute to 
achieving the intended goals of the DHS Financial Accountability Act. 

Conclusion 

Financial management has come a long way at DHS. I continue to be 
inspired by the extraordinary efforts of our dedicated staff at Headquarters and in 
the Components, and I am committed to pursuing financial management 
success. I appreciate the support we have received from our Office of Inspector 
General, the GAO, this Committee, and Congress. Thank you for your 
leadership and your continued support of the Department of Homeland Security. 
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1 

Topic: 
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Committee: 
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GOVIiRNMENT MANAGEMENT, ORGANIZAI ION. AND PROCUREMENT 


Question: For some time, DUS auditor has been unable to offer an opinion on the Department’s 
balance sheet and statement of custodial activity for multiple reasons, including material 
weaknesses related to financial reporting and financial systems (these are the two out of five 
financial statements that were audited in fiscal year 2008). 

What do you see as the most critical financial management challenges facing DHS in obtaining 
an opinion on these two statements? When do you think that DHS will resolve these issues so 
that the agency will be able to receive an opinion on its balance sheet and statement of custodial 
activity? 

Response: The two most critical financial management challenges in obtaining a DHS clean 
audit opinion are financial management at the U.S. Coast Guard and the reliance on outdated 
accounting systems lacking department-wide integration and financial management at the U.S, 
Coast Guard. 

The Coast Guard organizational structure does not support accountability for internal controls 
over financial management and systems, to include oversight, roles and responsibilities, and 
accounting standards. In addition, the Coast Guard has not fully implemented an entity-wide risk 
assessment process and monitoring controls. For example, the Coast Guard lacks adequate levels 
of financial accounting expertise; roles and responsibilities are not clearly defined and 
promulgated; a prior reorganization eliminated the comptroller position; and a previous self- 
assessment model was ineffective. 

In FY 2008, the Coast Guard was unable to provide sufficient evidential matter or make 
knowledgeable representations of facts or circumstances, that supported transactions and account 
balances of the Coast Guard as reported on the DHS financial statements. Additionally, the 
Coast Guard control deficiencies contributed to each of the six DHS Internal Control 
Deficiencies. While other DHS Components are in the process of effectively remediating their 
respective control deficiencies, the Coast Guard remediation is progressing at a slow er pace. 

To improve remediation, the Coast Guard recently created a Senior Executive Service 
comptroller position at Headquarters to increase financial management oversight. It has 
developed a plan to increase financial management controls over all balance sheet lines, such as 
funds balance with Treasury ($5.8 billion). Property ($8,8 billion), and Actuarial Pension 
I.iability ($26.6 billion) (amounts are as of 4/30/09). To further its progress, the Coast Guard is 
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refining its plan to address deficiencies and is in the early stages of executing that plan. By 
September 30, 2009, the U.S. Coast Guard plans to do the following: 

• Establish the Coast Guard chief financial officer as the technical authority for all 
financial management. 

• Establish an Accounting Oversight Board. 

• Develop a consolidated communications strategy for financial transformation. 

• Create a Financial Strategy for Transformation and Audit Readiness (FSTAR) technical 
support team to oversee Mission Action Plan execution and perform an entity-wide risk 
assessment. 

The Department is in the process of selecting a new consolidated financial management system 
that w'ill replace those currently servicing the DFIS Components. The implementation will occur 
over the next three years, and as it progresses, several system improvements and efficiencies will 
occur. The result will be more timely and accurate financial infonnation that will be critical for 
DHS to achieve a clean audit opinion. 

DUS plans for the U.S. Coast Guard, FEMA, Immigration and Customs Enforcement (ICE), and 
U.S. Citizenship and Immigration Services (USCIS) to undergo complete standalone audits by 
FY 2013. The scheduling of the corresponding audit scope is based on each component’s 
success in both remediating financial reporting internal control weaknesses as detailed in the 
DFIS Internal Control Plavbook and demonstrating the operating effectiveness of the newly 
implemented controls. 

In FY 2009, two of the four referenced components (ICE and USCIS) are undergoing standalone 
audits of their respective balance sheet statements (is balance sheets appropriate temiinology? 
Should they say assertion. No balance sheet audit). It is a widely held practice for standalone 
audits to begin with the balance sheet statement. Once this statement passes audit, the component 
is subject to the audits of the remaining financial statements, such as the statement of budgetary 
resources. We anticipate both ICE and USCIS will succeed in this year's balance sheet and 
statement of custodial activity audit. 

Based on cuiTent progress in correcting its material weakness conditions, FEMA will undergo a 
balance sheet audit in FY 20! 1. followed by audits of all financial statements in FY 2012. The 
U.S. Coast Guard will undergo a balance sheet audit in FY 2012, and all financial statements will 
be audited in FY 2013. 
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Question: In FY 2008, auditors reported that DHS was again found to be out of compliance with 
the Improper Payments Infomiation Act, 

How does DHS plan to comply with the Improper Payments Information Act's requirements, and 
when do you expect that full compliance will be achieved? 

Response: DHS has made significant progress complying with the Improper Payments 
Infonnation Act. In the FY 2008 DHS Annual Financial Report the independent auditors 
reported the Department has made positive progress towards complying with the Act including: 
issuing strong guidance, improving training and oversight, identifying programs susceptible to 
improper payments, conducting Department-wide risk assessments, and completing payment 
sample testing for most high risk programs. FEMA is the only DHS component that still needs 
to make additional progress to comply with the Act. FEMA's payment sample testing of its 
grant programs in FY 2009 is an interim step toward full improper payment reporting in FY 
2010. FEMA will complete payment sample te.sting on all programs this year except for the 
Homeland Security Grant Program, where testing will be limited to the program’s largest state 
(California). FEMA expects to fully comply with the Improper Payments Information Act in FY 
2010, when the Homeland Security Grant Program and FEMA's other high risk programs will 
measure and report improper payment rates. 
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Question: To date, the error rate for DHS’s Disaster Relief Fund Vendor payments grew from 
2.4 percent in FY 2007 to 7.5 percent in FY 2008, and improper payments increased by more 
than $100 million as a consequence, from S42 million to S144 million. 

Why has this program’s error rate .skyrocketed, and what is DHS doing to tackle this problem? 

Response: The error rate for DHS’s Disaster Relief Fund vendor payments grew in FY 2008, as 
compared to FY 2007, primarily due to a change in testing standards. In FY 2008 DHS 
completed stricter testing to verify that officials who signed for invoices and deliveries were 
appropriate and authorized. DHS noted additional internal control weaknesses when deliveries 
of goods and services did not always meet contract standards in disaster situations. To address 
these weaknesses, FEM.A is reviewing and standardizing contract language, improving 
Contracting Officer Technical Representative training, and monitoring compliance and 
consistency. 

In addition to these steps, FF.MA continues to improve its improper payment testing procedures 
and has established the Internal Controls Board, which is proactive in making sure rules, 
regulations, and guidelines arc strictly followed in order to reduce the contractual deficiencies 
identified in improper payment testing. Additionally, the Department’s Acting Chief Financial 
Officer provides oversight by conducting bi-weekly staff meetings to monitor FEMA’s progress 
in implementing improper payment corrective actions. 




87 


Question#: 

4 

Topic; 

controLs 

Hearing: 

Oversight of hederal Financial Management (JUL 8‘'\ 2009) 

Primary; 

Diane E. Watson. Chairwoman 

Committee: 

HOUSE OVERSIGH'I & GOV REFORM COM.MI TTEE - SUBCOMMITTEE ON' 
GOVERNMENT MAN.yGEMENT, ORGANIZATION. AND PROCUREMENT 


Question: The Coast Guard oversees almost 60 percent of DHS Property, Plant and Equipment, 
and in FY 2008, auditors found that the Coast Guard’s Property, Plant and Equipment assets 
were not properly designed, consistently followed, or do not include sufficient controls to ensure 
compliance with policy. 

What specific controls is DHS developing to correct this materia! weakness? What is DHS 
timetable for implementing these controls? 

Response: The U.S. Coast Guard property, plant, and equipment assets are comprised of three 
main categories: construction-in-progress (CIP), personal property, and inventory and related 
property. DHS and the U.S. Coast Guard have developed the following specific controls to 
assert to the completeness, existence, or valuation of the assets. 

1 . CIP balance for all appropriations, including Acquisition Construction & Improvement 
(AC&I) and Operating Expenses (OE) accounts: 

> Implement policies and procedures for capitalization of assets to address the transfer 
of project costs to fixed assets as projects are substantially complete, and 

> Record (conceptual level: cost accounting system based) and accept property on a 
timely basis. 

2. Personal property (vessels, aircraft, and small boats make up more than 98% of the net 
book value of this line item): 

> Implement policies and procedures for the valuation of personal property either 
through cost documentation or appraisals, 

> Improve physical inventories processe.s (FYI0--I3 inventories), and 

> Record and accept property on a timely basis, 

3. Inventory and related property, including Operating Materials & Supplies (OM&S) and 
Inventory Purchased for Resale: 

> Promulgate revised inventory and asset management policy and procedures, and 

> Execute annual inventory. 

By September 30, 2009 we intend to: 

> Implement manual processes to use alternate valuation methods and capitalize CIP 
items placed in service. 

> Promulgate revised Capital Investment Planning & Budgeting process to ensure 
timely reclassification from CIP. 

> Evaluate the CIP packages for project audit readiness. 

> Promulgate AC&l CIP project policy and processes (all will be in final draft). 
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> Support 95% (S3.2 billion) of net book value of personal property; we cuiTcntly 
support 38% (S 1 .3 billion). 

By September 30, 2010 vve intend to; 

> Assert to completeness, existence, and valuation for AC&I CIP. 

> Assert to completeness, existence, and valuation for personal property (vessels, 
aircraft, and boats). 

> Create the CIP review board. 

> Promulgate revised inventory and asset management policy and procedures and 
execute annual inventory. 
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Question: DHS has traditionally managed a greater percentage of underused property than other 
large agencies. Are there particular authorities that could be given to DHS as a whole, or to 
some of the agency’s or components, that would facilitate its ability to identity and discard 
underutilized properties? 

Response: I'SA and USCG hold the majority of the Department’s underutilized property. 

These two components within the Department are focused on remediation plans and are currently 
developing and implementing controls over tracking and properly accounting for its property. 
Both components have teams dedicated to remediating these deficiencies. FEMA substantially 
corrected its control deficiencies over stockpile inventory in FY2008 and progress in FY2009 
includes standing up a Property Management Division internal controls team and the 
development of Initial Response Resources (IRR) Standard Operating Procedures. During the 
FY2009 audit, FEMA anticipates the auditors will conclude their control deficiencies in this area 
are in fact remediated. We expect that tlie Department’s execution of these corrective action 
plans will yield significant results in the next fiscal year as has occurred with FEMA in FY2008. 
DHS will consider pursuing possible legislative authorities if the current action plans do not 
produce anticipated results. 
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Ms. Watson. Thank you. We will now proceed with Mr. Spoehel. 

STATEMENT OF RONALD SPOEHEL 

Mr. Spoehel. Thank you, Chairwoman Watson, Ranking Mem- 
ber Bilhray, and members of the subcommittee. I am pleased to be 
here this afternoon to discuss NASA’s financial management and 
reporting and the seriousness with which NASA takes reporting its 
financial and operational performance to the President, to the Con- 
gress, and to the citizens of the United States. 

On an annual basis, NASA prepares a full set of financial state- 
ments that are independently audited with three audit reports on 
financial statements, internal controls, and legal compliance. Since 
fiscal year 2003, though, NASA has received a disclaimer of opinion 
from its auditors. While the auditors’ reports for fiscal year 2008 
complimented NASA on its recent progress, as with prior years 
they also noted NASA’s continued inability to provide sufficient evi- 
dential support for the amounts presented in some accounts in the 
financial statements. They cited two internal control material 
weaknesses as well as certain non-compliance with regulatory re- 
quirements for accounting and for financial systems. 

In order to address the underlying problems preventing NASA 
from regularly obtaining unqualified audit opinions on its financial 
statements, the agency took an entirely new and holistic approach 
in fiscal year 2008 for resolving weaknesses, improving the fidelity 
of its financial data, as well as expanding the usefulness of re- 
ported financial information to drive enhanced financial and oper- 
ational performance. 

With respect to the preparation of its accounts and financial 
statements, this change in approach began with developing and im- 
plementing a new global financial management strategy, the Com- 
prehensive Compliance Strategy or CCS, that focuses on assuring 
full compliance with generally accepted accounting principles 
[GAAP], and other financial reporting requirements across the 
agency. 

This approach begins with identifying the requirements for meet- 
ing all applicable accounting and regulatory standards for each fi- 
nancial statement line item, including audit evidence for each such 
account, and the associated internal controls needed. It also ad- 
dresses overarching financial reporting process and related IT sys- 
tem requirements. 

To ensure CCS remains current, it is updated on a continuous 
basis with all applicable governing regulations and accounting 
standards. 

To support effective CCS implementation and operation, NASA 
has also developed and implemented a Continuous Monitoring Pro- 
gram [CMP], which provides the overall management control 
framework and detailed processes designed to drive agency compli- 
ance with CCS. CMP performance certifications from the individ- 
uals responsible are also required on a monthly basis. These are 
backed by a rigorous quality control process documenting that each 
and every control activity has been performed at each of NASA’s 
centers monthly. 

Since NASA implemented CCS and CMP midway through last 
year, a significant decline in the number and dollar value of excep- 
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tion reports and a clear path forward to full compliance have heen 
demonstrated. With these approaches providing validated perform- 
ance for its financial statement processes and for adherence to 
GAAP, NASA should be able to demonstrate the effectiveness of 
management and internal controls, allowing the agency to elimi- 
nate the first of its two internal control weaknesses for financial 
systems analysis and oversight. 

There are, however, key challenges remaining for obtaining an 
unqualified opinion. In particular, NASA’s audit reports have for 
many years noted two critical issues with respect to the reporting 
of legacy property, plant, and equipment, PP&E. The first is with 
a sufficiency of evidential support for the PP&E balances reported 
and the second is with the internal controls for property account- 
ing. 

To remediate the property accounting, NASA has already imple- 
mented new property accounting policies and procedures and has 
incorporated a new integrated asset management module within its 
financial management system, taking care of those issues. 

However, with respect to legacy PP&E assets, whose acquisition 
began before the CFO Act of 1990 and before the mandated use of 
GAAP accounting by the Government, NASA does not have the 
necessary supporting information available to provide auditable 
book values under current accounting standards. This includes, for 
example, NASA’s legacy Shuttle and Space Station related assets 
that comprise the overwhelming portion of PP&E net asset value, 
about $19 billion of the $21.6 billion reported last year. 

While the Space Station depreciation schedule brings the net 
asset value down to an immaterial level and naturally leads to res- 
olution by 2016, NASA is presently developing a variety of alter- 
natives in alignment with anticipated changes to PP&E Federal 
property accounting standards with a view to achieving a timelier, 
albeit still cost effective and efficient, solution for this issue. 

The agency has made considerable progress in the last year as 
it established the foundation for financial management excellence 
with its Comprehensive Compliance Strategy, Continuous Monitor- 
ing Program, and expanded financial reporting capabilities along 
with improvements and consolidations to its financial management 
and operations. This year the agency is focused on and is commit- 
ted to rigorous execution using this foundation, improving effective 
operation of its financial systems and processes, moving closer to 
achieving auditability of its financial statements, and driving even 
better financial performance across the agency’s operations and 
projects. 

Madam Chairwoman, thank you again. I would be pleased to re- 
spond to any questions you or the other members of the sub- 
committee may have. 

[The prepared statement of Mr. Spoehel follows:] 
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Chairwoman Watson, Ranking Member Bilbray, and Members of the Subcommittee, I am 
pleased to be here this afternoon to discuss NASA’s financial management and reporting. NASA 
takes seriously its responsibility for reporting its performance to the citizens of the United States, 
the President, and the Congress, as evidenced through the many public reports in which NASA 
details its programmatic and financial performance. 

Financial Statement Audit “Disclaimed” Although Progress Complimented 

On an annual basis, NASA prepares a full set of financial statements that are independently 
audited. There are three audit reports that cover the Agency’s financial statements, internal 
controls, and legal compliance. Since FY 2003, NASA has received a “disclaimer” of opinion 
firom the auditors on its financial statements. While the auditors’ reports for FY 2008 
complimented NASA on its recent progress, as with prior years, they also noted NASA’s 
continued inability to provide sufficient evidential support for the amounts presented in some of 
the accounts in the financial statements. The reports also cited two internal control material 
weaknesses, as well as certain non-compliance with regulatory requirements for financial systems 
and an inability to meet certain requirements to ensure compliance with federal accounting 
standards. 

New Approach Developed and Implemented in FY 2008 - Comprehensive Compliance 
Strategy 

In order to address the underlying problems preventing NASA from regularly obtaining an 
unqualified audit opinion on its financial statements, the Agency took a new approach in FY 2008 
toward resolving weaknesses and improving the fidelity of its financial data, as well as expanding 
the usefulness of reported financial information to drive enhanced financial and operational 
performance. With respect to the preparation of its accounts and financial statements, this change 
in approach began with developing and implementing a new global financial management 
strategy, a Comprehensive Compliance Strategy (CCS), that focuses on ensuring fiill compliance 
with Generally Accepted Accounting Principles (GAAP) and other financial reporting 
requirements. The CCS serves as the basis for implementing comprehensive proactive corrective 
actions as may be required and it provides the guiding principles for executing effective financial 
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management functions and activities with internal control and compliance solutions inherently 
embedded in the processes. 

Comprehensive Compliance Strategy Identifies GAAP and other Regulatory Requirements 
by Financial Statement Line Item 

The structure of the CCS begins with the identification of the baseline requirements by financial 
statement line item and account, including those on the Balance Sheet, Statement of Net Cost, 
Statement of Financing and Statement of Budgetary Resources. The requirements for meeting all 
applicable standards are identified for each of the financial statement line items and are identified 
in conjunction with required financial statement assertions which cover completeness, existence, 
accuracy, valuation, ownership, presentation, and disclosure. This serves as the foundation for 
identifying the evidence of auditability for each such account as required to ensure an adequate 
audit trail exists along with proper supporting documentation. Furthermore, the CCS addresses 
overarching financial reporting processes and related information technology systems. The CCS 
also delineates the generic control environment necessary to ensure functions and activities 
adhere to financial reporting requirements. 

In addition, the CCS provides a solid platform for sound financial management practices and 
standards. Accordingly, the CCS is implemented through NASA Policy Directives (NPDs) on 
financial management, the associated NASA Procedural Requirements (NPRs), and the 
Continuous Monitoring Program (CMP). The CMP is designed to ensure that the CCS evidence 
of auditability flows naturally from the process, forming the Provide to Auditor (PTA) listing, and 
associated document generation, necessary to meet financial statement audit requirements. The 
alignment of CCS, the CMP, and financial management policy not only identifies actions 
necessary to close compliance gaps, but also provides uniform guidance that results in consistent 
processes, standard financial performance measurement capability, and GAAP compliance. 

Continuously Updated 

The components of the strategy are updated on a continuous basis to ensure that the CCS remains 
up to date with all governing requirements, including, but not limited to, current government 
regulations, accounting standards, communications from external auditors and other independent 
oversight bodies, reviews, and assessments. These updates also become the basis for developing 
issue-specific corrective actions or other remediation which may become necessary for continual 
full compliance with GAAP and other regulatory requirements. 

CCS Facilitates Monitoring and Oversight to Ensure Operational Effectiveness 

Monitoring and oversight of the effectiveness of the CCS is conducted through the Continuous 
Monitoring Program (CMP) as well as through ongoing Evaluation Monitoring and Testing 
(EMT) periodic compliance reviews. These monitoring tools are intended to provide another 
level of management assurance regarding compliance with the CCS. They also serve as a review 
program to periodically measure the effectiveness of the CMP, as well as ensure and validate the 
operation of a sound system of internal control over financial reporting. 

Continuous Monitoring Program Provides Framework for Management Controls 

While the CCS provides the roadmap for the ongoing achievement of financial management 
excellence, the CMP provides the overall framework of management controls that NASA uses to 
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assess and evaluate internal controls, compliance with GAAP, and evidence that balances and 
activity reported in its financial statements are auditable. 

Further, the CMP ensures that errors and/or discrepancies are identified and corrected in a timely 
manner. It also ensures ongoing management reviews and validations of financial data and 
internal controls. 

Continuous Monitoring Program Provides Control Activities for Each Business Process and 
Account 

The details within each section of the CMP, referred to as Chapters, are designed to capture 
control activities for entire business processes for specific accounts. As a result, each Chapter 
may address multiple related line items in the financial statements. Each Chapter also includes 
the proprietary and budgetary accounts that relate to the business process. In each Chapter, 
control activities are defined for performing required reconciliations of each financial statement 
account. 

Each Chapter of the CMP includes full details of the following; (i) reference to each of the 
financial statement line items that are supported by the section; (ii) references to each applicable 
general ledger account including both proprietary accounts and related budgetary accounts; (iii) 
management assertions to be made related to each financial statement line item and account 
listed; (iv) the control objectives to be met and how to detect misstatements in significant 
financial statement reporting assertions and Required Supplementary Stewardship Information 
(RSSI); (v) the GAAP financial reporting objectives that the control activities support; and, (vi) 
definition and applicable standards for all control activities that collectively support the 
management assertions, control objective, and financial reporting objective for the section. 

Further, each of the control activities within each Chapter of the CMP is fully described and 
standards for each activity are covered as follows: (i) description of the purpose of reconciliation 
and any unique aspects of the activity; (ii) the fi-equency with which the reconciliation is to be 
performed (e.g., daily/weekly/monthly/quarterly); (iii) the designation of responsible reporting 
entity, generally either a Center or Agency Headquarters; (iv) information on the standard data 
sources that are to be used for the control activity; (v) information on applicable external data 
sources (e.g., Treasury reported confirmations); (vi) description of the transaction within the 
Agency’s SAP financial system environment or other financial information database; (vii) the 
accounting periods to be analyzed, which generally are either year-to-date or inception-to-date 
periods; (viii) detailed explanation of the procedures and reviews to be performed; (ix) reference 
to valid and usual reconciling items and timing differences; and, (x) expected standards and 
thresholds for differences or exceptions (which may have different levels for month-end, quarter- 
end, or year-end financial statements). 

These detailed processes and activities that comprise the CMP provide a comprehensive basis for 
effective monitoring and the assurance of compliance with all required and necessary control 
reconciliation processes at the account level. 

Monthly Certification Process Ensures Timely Corrections and Provides Audit 
Documentation 

Upon the closing of the financial books each month and the preparation of the financial 
statements, each NASA financial reporting entity provides a matrix of control activity results and 
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certifies that each control activity has been performed and completed. This ensures that either 
results were consistent with the standards set forth for each activity or that detailed exception 
reports and remediation plans were prepared and implemented. Then, each month the forms are 
analyzed and evaluated by both Headquarters and Center management. 

NASA has also implemented a rigorous quality control process to validate that control and 
reconciliation processes are properly performed and the reported results are supportable and 
accurate. When all control activities have validated performance with results as targeted, NASA 
will be able to demonstrate that it has management and internal controls that ensure its financial 
statements are reliable and have been prepared in accordance with applicable federal GAAP. The 
reconciliations and other procedures performed as part of each control activity also provide the 
supporting documentation of balances and activities needed for audit purposes. 

Key Challenges Remain to Attaining an Unqualified Opinion 

Together the CCS and CMP provide the foundation and key compliance processes for addressing 
the data integrity, management oversight, and systems findings in the FY 2008 financial audit’s 
first internal control material weakness, for financial systems, analyses, and oversight. By design, 
the CCS and CMP prompt the identification and elevation of any unresolved data integrity issues 
at NASA Centers, system configuration issues, and Agency-wide financial process issues. As 
these issues are identified and prioritized, corrective actions are designed to resolve them. 

The data integrity issues identified through the CMP are, in many instances, related to anomalies 
at a specific Center, often due to past operating practices prior to the consolidation of all financial 
transactions into the Agency’s SAP financial system. Once identified, the responsible Center 
takes the necessary actions to resolve the anomalies, with NASA Headquarters monitoring and 
assisting to ensure that prompt resolution occurs. The efficacy of the approach can be seen in the 
progress made as reported for the results of the CMP over time. From 210 exception reports 
totaling almost S800 million (exclusive of the legacy PP&E account issues) across the Agency at 
the beginning of the CMP implementation in March 2008, last month showed substantial 
improvement with only 26 exceptions totaling approximately $5 million. 

With respect to remaining system configuration issues, NASA continues to identify and 
implement corrective measures for outstanding system issues. In FY 2007, a major SAP Version 
Upgrade was implemented, and at least twice during each year, including FY 2008 and 2009, 
system enhancements and upgrades were implemented. These upgrades collectively corrected a 
number of weaknesses identified by management and the auditors in the prior four years as well 
more recently identified issues. Nevertheless, fixes for many known issues remain to be 
implemented and the auditors continue to identify a variety of weaknesses as noted in their audit 
report on Internal Control. With the system corrections and enhancements which have been or 
are being implemented this year, NASA will significantly reduce, if not eliminate, incorrect 
transactions due to improper configuration or design within the Core Financial Module of its SAP 
financial management system. 

NASA’s other material weakness cited again in this past fiscal year’s audit was on controls over 
reporting of legacy Property, Plant, and Equipment (PP&E) and materials contracts in the 
financial statements. For the more complex issues, like these related to NASA’s PP&E reporting 
and systems configuration challenges, Agency-level solutions and intervention have been 
required. For example, early in FY 2008 NASA implemented a new policy and reiated 
procedures for identifying the cost of individual assets throughout such assets’ acquisition 
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lifecycle. The policy change was based on guidance obtained from the Federal Accounting 
Standards Advisory Board (FASAB). The associated procedural changes support the verification 
and reconciliation of asset values for those assets created or developed under contracts awarded 
following the implementation of the revised policy, and also applied to certain large pre-existing 
contracts. 

Additionally, during FY 2008, the Agency implemented a new Integrated Asset Management 
module within its financial management system that addresses a key part of the weakness and 
non-compliance with federal regulation noted in the audit report. This module is intended to 
provide the following benefits: (1) more accurate, timely recording and valuation of PP&E; (2) 
improved valuation, capitalization, and depreciation processes; (3) improved audit trail of 
capitalized PP&E; (4) standardization of NASA-held and NASA owned/contractor-held property 
management processes; (5) elimination of manual processes; and, (6) reduced operational costs. 

With respect to legacy assets, however, like the International Space Station and Space Shuttles, 
whose acquisition began before the CFO Act of 1990 and the mandated use of GAAP accounting 
by the Government in FY 1998, NASA does not have the necessary supporting information 
available to provide auditable book values under current accounting standards. Together, Shuttle 
and Space Station related assets represent about $19 billion of the total $21.6 billion PP&E net 
asset value reported in NASA’s September 30, 2008, year-end financial statements. 

Although an issue for NASA at present, much of this issue may become moot with the passage of 
time, as the continuing depreciation of the Shuttle and Space Station assets brings the net asset 
balances on the balance sheet to levels that may become immaterial to the financial statements. 
The Shuttles are being depreciated through their expected useful life based on their current 
schedule for retirement in 2010 after completing the flight manifest, and the International Space 
Station is being depreciated based upon a 15-year specification life, through 2016. While the 
International Space Station depreciation schedule naturally leads to 2016 as an outside date for 
resolution of this PP&E issue, NASA is presently developing and evaluating a variety of 
alternatives with a view to achieving a timelier, albeit still cost efficient and effective, solution for 
this issue. 

One of the alternatives the Agency has considered would involve a complete reconstruction of the 
original purchase invoice trail going back several decades since the inception of the Shuttle and 
the International Space Station programs. As NASA does not have the necessary records, it 
would need to rely on records which its contractors might be able to reconstruct. In addition to 
the considerable expense for reconstructing such an auditable invoice trail, the assurance of 
success is relatively low due to the low likelihood of contractors having maintained detailed and 
auditable records going back that far in time. 

Another alternative is predicated on the Federal Accounting Standards Advisory Board amending 
applicable accounting standards, as it is currently considering in its exposure draft of a proposed 
Statement of Federal Financial Accounting Standards entitled, Estimating the Historical Cost of 
General Property, Plant, and Equipment - Amending Statements of Federal Financial 
Accounting Standards 6 and 23. This proposed standard, if it becomes effective, would amend 
existing accounting policies to clarify that reasonable methods of estimating original transaction 
data historical cost and accumulated depreciation may be used to value general property, plant, 
and equipment. As FASAB noted, use of estimates is a more cost effective means of 
implementing new accounting requirements than reconstructing actual historical amounts based 
on inadequate or non-existent accounting records. The Board further asserted that clarifying that 
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estimation based on adequate techniques is acceptable should promote cost effective 
implementation. NASA is preparing the foundational materials necessary for it to comply with 
the standard should it become effective and thereby allow the Agency to be in a position to 
provide auditable values for its Shuttle and Space Station PP&E accounts. 

Nevertheless, until such time as (i) the reported net book value of these assets naturally 
depreciates to a level that is immaterial in comparison to NASA’s other asset balances, or (ii) an 
auditable reconstruction of these assets’ historical costs and revised depreciable values over more 
than a decade is performed, or (iii) applicable accounting standards change, or (iv) another of the 
alternatives under consideration is successfully implemented, NASA will not be able to attain an 
unqualified opinion. 

Successful Implementation of Financial Management Initiatives and Continued Progress 

As noted, the Agency successfully developed and introduced a new strategy and program to 
ensure that financial transactions are reported consistent with applicable accounting standards, 
laws and federal regulations and that financial data is accurate, reliable, and auditable. The 
strategy has contributed to a significant decline in the number and dollar value of exception 
reports and a clear path forward to full compliance has been demonstrated. A new PP&E policy, 
an upgraded Integrated Asset Management system, and revisions to accounting processes are 
resulting in more consistent and reliable tracking and reporting of the Agency’s property, plant, 
and equipment capital costs. A successful transition of much of its transactional finance 
operations to the NASA Shared Services Center, a focus on improvements to its grants 
management processes, and continuing enhancements to its underlying core financial system 
capabilities, coupled with improvements in the Agency’s financial and performance reporting, are 
already providing faster, more accurate, and more usable information to drive better decisions and 
resultant performance across the programs and projects at NASA. 

In F’y 2008, NASA established the foundation for financial management excellence through the 
newly developed and implemented Comprehensive Compliance Strategy, Continuous Monitoring 
Program, and expanded financial performance capabilities. In FY 2009, the Agency is focusing 
on rigorous execution using this foundation to improve effective operation of financial systems 
and processes and to drive even better financial performance across the Agency’s operations and 
projects. Sound financial management remains vital to NASA’s success in achieving its mission, 
requires the combined efforts of the entire Agency, and is a priority commitment for the Agency’s 
management. 

Madam Chairwoman, thank you for your support and that of this Subcommittee. I would be 
pleased to respond to questions you or the other Members of the Subcommittee may have. 
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Responses to written questions submitted by Rep. Watson resulting from the 
•Inly 8, 2009, hearing at which The Honorable Ronald R. Spoehel testified 

QUESTION 1: 

Since 2003, NASA has reported deficiencies related to its financial management 
processes and systems. Though NASA has shown improvement in its financial 
management and reporting, its auditors continue to disclaim an opinion on its 
financial statements. 

• What challenges does NASA face in refonning its financial management 
systems? 

• How does NASA plan to deal with these challenges? 

• Wlien do you estimate that NASA’s issues with its financial management and 
systems be resolved? 

ANSWER 1 : 

In order to address the underlying problems preventing NASA from regularly 
obtaining an unqualified audit opinion on its financial statements, the Agency took a 
new approach in FY 2008 tow'ard resolving weaknesses and improving the fidelity of 
its financial data, as well as expanding the usefulness of reported financial 
infomiation to drive enhanced financial and operational performance. With respect 
to the preparation of its accounts and financial statements, this change in approach 
began with developing and implementing a new global financial management 
strategy - a Comprehensive Compliance Strategy (CCS) -- that focuses on ensuring 
full compliance with Generally Accepted Accounting Principles (GAAP) and other 
financial reporting requirements. The CCS serves as the basis for implementing 
comprehensive proactive corrective actions as may be required, and it provides the 
guiding principles for executing effective financial management functions and 
activities with internal control and compliance solutions inherently embedded in the 
processes. 

Monitoring and oversight of the effectiveness of the CCS is conducted through the 
Continuous Monitoring Program (CMP) as well as through ongoing Evaluation 
Monitoring and Testing (EMT) periodic compliance reviews. These monitoring 
tools are intended to provide another level of management assurance regarding 
compliance with the CCS. They also serve as a review program to periodically 
measure the effectiveness of the CCS, as well as ensure and validate the operation of 
a sound system of internal control over financial reporting. 

Together the CCS and CMP provide the foundation and key compliance processes 
for addressing the data integrity, management oversight, and systems findings in the 
FY 2008 financial audit. By design, the CCS and CMP prompt the identification and 
elevation of any unresolved data integrity issues at NASA Centers, system 
configuration issues, and Agency-wide financial process issues. As these issues are 
identified and prioritized, corrective actions are designed to resolve them. 
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Additionally, in FY 2008 the Agency implemented the Integrated Asset Management 
(lAM) Property, Plant, and Equipment (PP&E) module within its financial 
management system, which addresses a key part of the weakness and non- 
compliance with Federal regulation noted in the audit report. This module provides 
the following benefits: (1) more accurate, timely recording and valuation of PP&E; 
(2) improved valuation, capitalization, and depreciation processes; (3) improved 
audit trail of capitalized PP&E; (4) standardization of NASA-held and NASA 
owned/contractor-held property management processes; and, (5) elimination of 
manual processes. lAM provides a linkage between personal property equipment 
master records and the financial asset master record. Currently, plans are being 
developed to implement an 1AM Real Property module in the financial management 
system. 

As a result of the above actions, NASA has accelerated recent improvements to its 
financial management systems and data quality, remediating issues that had been 
pervasive since the implementation of the core financial system in 2003. With 
respect to legacy assets, however, such as the International Space Station (ISS) and 
Space Shuttles, whose acquisition began before the CFO Act of 1990 and the 
mandated use of GAAP accounting by the Government in FY 1998, NASA had not 
previously had the necessary supporting information available to provide auditable 
book values under current accounting standards. While an issue at present, as 
depreciation reduces the amounts carried on the balance sheet and as certain of the 
existing ISS and Space Shuttle assets are transitioned for use on other NASA 
programs, much of this issue may become moot with the passage of time. The 
Shuttle is planned to be retired in 2010 and the ISS is being depreciated based upon a 
15-year specification life through 2016. While the ISS depreciation schedule 
naturally leads to 2016 as an outside date for resolution of this issue for NASA, the 
Agency is developing a variety of alternatives, in alignment with anticipated changes 
to PP&E Federal property accounting standards, to achieve a more timely, albeit still 
cost efficient and effective, solution for this issue, 

QUESTION 2: 

NASA also took part in OMB’s pilot program to allow alternative approaches to 
performance and accountability reporting. 

• How has NASA benefited (or not) from having a separate Agency Financial 
Report? 

• What particular changes regarding statutory requirements for financial 
reporting would NASA support in order to make the report more accessible 
to the public? 

ANSWER 2: 

NASA elected to participate in the OMB Performance and Accountability Report 
(PAR) pilot program in FY 2007 primarily to mitigate a process and timeliness issue 
related to the review of the PAR. The independent auditors have access to any 
infonnation deemed auditable in the traditional PAR document. While NASA 
agrees that all data should be able to meet the standards for verification and 
validation, the audit process for the PAR was lengthened considerably by auditor 
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attention to performance details in addition to the financial data. Since NASA’s 
performance data has not impacted audit opinions, the pilot program offered a way to 
decouple the financial and performance information for more timely completion. 
NASA is currently evaluating its participation in the FY 2009 pilot program. NASA 
is also working with 0MB and the Federal Accounting Standards Advisory Board to 
improve government financial reporting. 

QUESTION 3: 

NASA’s FY 2008 Performance and Accountability Report states that 38 programs 
were excluded from the range of programs subject to risk assessment because their 
disbursements were not considered “material.” 

• What criteria does NASA use to eliminate programs from risk assessment 
procedures, and how was this threshold determined? 

ANSWER 3; 

NASA follows 0MB requirements for implementation of the Improper Payments 
Infonnation Act (IPIA) of 2002 to perfonn its risk assessment, including the 
identification of programs subject to assessment. 0MB Circular A-1 23, Appendix 
C, Requirements for Effective Measurement and Remediation of Improper Payments, 
requires a review of programs and activities to identify those susceptible to 
sienificant improper payments. 0MB defines significant improper payments as 
those in programs that exceed both 2.5 percent of program payments and SIOM 
annually. Therefore, to meet OMB’s combined threshold, programs with 
disbursements of at least S400M are subject to risk assessment. 

However, NASA management elected to implement a more rigorous review and 
used a more conservative threshold of programs with disbursements of at least S40M 
for selecting programs subject to risk assessment. While there are only six NASA 
Programs with disbursements over S400M, use of the more rigorous threshold 
resulting in 42 additional programs being evaluated. Testing revealed that none of 
NASA’s programs met the 0MB definition of significant improper payments. 


QUESTION 4: 


NASA has a challenge in managing assets located at scattered sites across the nation, 
and NASA also has a policy of reusing excess or underutilized equipment as a way 
to reduce costs associated with purchasing new equipment. However, NASA has 
disagreed with GAO’s recommendation that the agency’s electronic property 
management system be modified to show the current use status of underused 
equipment for a given day or week. 

• Isn’t it the case that by failing to show an item’s current use status online, 
NASA is thus forcing its employees to waste time in making phone calls to 
detennine an item’s availability? 

• Wouldn’t it be more efficient to just document an item’s current use status in 
the electronic property management system? 

• Does NASA believe its disposal of real property would be enhanced if the 
agency had the authority to keep proceeds from the sale of real property? 
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ANSWER 4; 

With the new system which NASA has implemented, active equipment is visible 
Agency-wide for users to review equipment before it is declared excess. This 
visibility provides the opportunity for programmatic, technical, and scientific experts 
to consider and discuss possible reuse through loans or borrowing, coordinating 
through their property custodians or equipment managers, as noted in NASA 
Procedural Requirement 4200.1. Equipment issues can be made known to Property 
Disposal Officers and Property Custodians, so that when property is identified as 
excess, internal programmatic reuse opportunities are visible and maximized. Thus, 
NASA does not expect all NASA employees (or contactors) who are interested in 
using certain types of equipment to contact the end users on equipment availability. 
However, the option of stating a desire to a property custodian or equipment 
manager remains an alternative. 

As the NASA Property, Plant & Equipment Module was designed and developed for 
a different purpose by evaluating the total business process for property management 
and equipment accountability, using this PP&E Module in its original configuration 
to document an item’s current use status would not enhance the efficiency for 
property management. Two modules of the NASA PP&E System were designed to 
accurately manage property. All active records reside in the Equipment Master 
Record (EMR) Module. At no time should equipment in the EMR depict any status 
other than ACTIVE. Thus, there is no need to design a separate status category or 
use status for the EMR. Active equipment is visible Agency-wide. This visibility 
provides the opportunity for programmatic, technical, and scientific experts to 
discuss possible reuse through loans or borrowing, coordinating through their 
property custodians or equipment managers. After property is declared excess, it 
becomes eligible for reutilization. All excess property is processed through NASA’s 
Disposition Module. Equipment no longer required for performance of a specific 
NASA requirement will be reported for reutilization screening throughout NASA. 
This is accomplished when an item is declared EXCESS. Declaration of excess can 
be made at any time or as the result of an annual walk- through. 

The culmination of years of process reengineering and best practice assessments 
from both commercial and public sector entities resulted in a property system that 
achieved the goal of increasing property accountability of controlled property across 
the Agency. A resultant benefit is the heightened potential for property reutilization 
though Agency-wide visibility and accessibility to all NASA users. This capability 
was not previously available through the legacy system. 

Retention of proceeds from the disposal of unneeded or underutilized real property 
assets could be an added incentive to NASA Centers if the sales proceeds could be 
deposited into a capital asset account and made available with or without further 
appropriation, for maintenance, capital revitalization, and improvements of the real 
property assets at the Center and remain available until expended. 
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QUESTION 5; 

In your testimony, you state that NASA intends to retire its Space Shuttle by 2010, 
and the International Space Station in 2016. 5 You also refer to NASA’s difficulty in 
tracking historical data to “provide auditable values for [the] Shuttle and Space 
Station Property, Plant & Equipment accounts.” 

• Given NASA’s challenges in obtaining records for its legacy assets, do you 
anticipate that by 2016, the agency will have compiled accurate enough 
records of its legacy assets? 

• Will NASA be on track to implement both its Integrated Asset Management 
system and its Comprehensive Compliance Strategy, Continuous Monitoring 
Program to improve its financial management systems by 2016, and to 
advance new space exploration projects, especially given the increasingly 
uncertain funding climate? 


ANSWER 5; 

The testimony states, “The Shuttles are being depreciated through their expected 
useful life based on their current schedule for retirement in 2010 after completing the 
flight manifest, and the International Space Station is being depreciated based upon a 
15-year specification life, through 2016.” The availability of records which provide 
the evidential support for an unqualified audit opinion is not expected to change 
between now and 2016. However, the Federal Accounting Standards Advisory 
Board (FASAB) has indicated that it will release additional guidance amending 
existing standards to support the use of “reasonable estimates of original transaction 
data historical cost.” NASA believes that the guidance. Statement of Federal 
Financial Accounting Standard (SFFAS) #35, Estimating the Historical Cost of 
General Property. Plant, and Ec/iiipment, as drafted, will address auditor concerns 
related to auditable values for the Shuttle and International Space Station (ISS). 

Since the inception of the Shuttle and ISS programs, NASA has been using estimates 
to value these assets in line with the accounting standards in place at that time. As 
FASAB notes in the draft SFFAS #35, use of estimates is a more cost effective 
means of implementing new accounting requirements than reconstructing actual 
historical amounts based on inadequate or non-existent accounting records. The 
Board further asserted that estimation based on adequate techniques should promote 
cost effective implementation, NASA is preparing the foundational materials 
necessary for it to comply with the standard and thereby allow the Agency to be in a 
position to provide auditable values for its Shuttle and Space Station PP&E accounts. 

In FY 2008, the Agency implemented the Integrated Asset Management (1AM) 
Property, Plant, and Equipment module within its financial management system. 

This module addresses a key part of the weakness and non-compliance with federal 
regulation noted in the audit report. Plans are cun'ently being developed to 
implement an 1AM Real Property module in the financial management system. Also 
in FY 2008, NASA implemented its Comprehensive Compliance Strategy and 
Continuous Monitoring Program, which are providing the foundation and key 
compliance processes for addressing the data integrity, management oversight, and 
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systems findings in the FY 2008 financial audit’s internal control material weakness, 
for financial systems, analyses, and oversight. These foundational elements of the 
Agency’s financial management systems and processes are operational now and will 
adequately support the Agency’s new programs in science, exploration, and 
aeronautics well into the future. 
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Ms. Watson. Thank you so much. Let us now proceed to you, 
Mr. Riedl. 


STATEMENT OF BRIAN M. RIEDL 

Mr. Riedl. Chairwoman Watson and Ranking Member Bilbray, 
good afternoon. My name is Brian Riedl. I am the Grover Hermann 
fellow in Federal Budgetary Affairs at the Heritage Foundation. 
The views I express here are my own and should not be construed 
as representing any official position of the Heritage Foundation. 

The most striking part of the 2008 Financial Report of the U.S. 
Government is not the balance sheets showing assets of $2 trillion 
dwarfed by liabilities of $12 trillion. Rather, it is the Statement of 
Social Insurance which shows $43 trillion in excess future expendi- 
tures over future revenues for Social Security and Medicare. In- 
deed, the Statement of the Comptroller General notes the need for 
the Nation’s leaders to “turn their attention to the long term chal- 
lenges of addressing the Federal Government’s large and growing 
structural deficits.” He also warns that “the Federal Government 
is on an unsustainable long term fiscal path.” 

As a member of the bipartisan Fiscal Wake-Up Tour that con- 
sists of representatives of the Concord Coalition, the Heritage 
Foundation, the Brookings Institution, as well as former U.S. 
Comptroller General David Walker, I have spoken to thousands of 
Americans at public town hall meetings from coast to coast on the 
need to reform these entitlements. I would like to share with you 
what I have shared with these audiences. 

First, in the short term. President Obama has offered a budget 
that would increase Federal spending to a peacetime record of 24.5 
percent of GDP by 2019. That is not even counting the health care 
plan. Because tax revenues will not keep up with this spending 
growth, the President’s budget would add $9 trillion in new debt 
over the next decade. It would double the National debt to 82 per- 
cent of GDP. 

By steeply increasing spending and digging the Nation deeper 
into debt, the Nation would have less financial flexibility and fewer 
resources to deal with that $43 trillion shortfall that Social Secu- 
rity and Medicare face. 

The basic entitlement challenge is as follows: The first of 77 mil- 
lion baby boomers have already begun retiring. Combined with 
longer life spans, these retirements drive down the ratio of workers 
supporting each retiree. In 1960, five workers paid the benefits of 
each retiree. Today, three workers pay the benefits of each retiree. 
By 2030, that ratio will be two to one. 

Now, what does a two to one worker to retiree ratio really mean? 
Imagine a boy and a girl born today in 2009. In 2030, they get mar- 
ried and start their own family. This young couple just staring out 
will have to support themselves, their children, and the Social Se- 
curity and Medicare benefits of their very own retiree. Every mar- 
ried couple will have that burden. 

The costs will be enormous, especially given the steep rise in 
health care costs that plagues Medicare. Don’t forget, the baby 
boomers’ long term care expenses will raise Medicaid costs up as 
well. Overall, the combined cost of Social Security, Medicare, and 
Medicaid is projected to rise by 10 percent of GDP from 8.4 percent 
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of GDP to 18.4 percent of GDP by 2050. There are really not a lot 
of options here. 

The first option is to raise taxes. But if you raise taxes to close 
that 10 percent of GDP gap, that would be the equivalent today of 
raising taxes by $12,000 per household. That is what 10 percent of 
GDP would feel like. According to the Congressional Budget Office, 
the middle class would be pushed into a 63 percent income tax 
bracket and the wealthy into an 88 percent income tax bracket. 
That assumes that health care costs slow down. Even allowing the 
2001 and 2003 tax cuts to expire, even including all of those for 
lower income individuals, would close just one tenth of the long 
term gap. 

So a second option would be to finance these entitlements by cut- 
ting other programs. Surely there is a lot of waste in the Federal 
budget to eliminate. But in order to make room for the big three 
entitlements, every program but Defense would have to be elimi- 
nated by 2030. By 2049, Defense would have to be eliminated, too. 
At that point, 100 percent of the Federal budget would have to go 
to Social Security, Medicare, Medicaid, and net interest. 

The third option, simply running budget deficits, is no better. 
Borrowing an additional 10 percent of GDP would be like today 
borrowing an additional $1.4 trillion every year. That would drive 
the national debt to levels unseen in history and create a vicious 
circle of rising interest rates and debt resulting in economic col- 
lapse. 

The only real option is to reform Social Security, Medicare, and 
Medicaid. An entitlement reform commission, such as the SAFE 
Commission proposed by Congressmen Jim Cooper and Frank Wolf, 
could design sustainable entitlement reforms and allow Congress to 
vote up or down on that package. 

Now, some have asked why Congress should worry about the 
long term problems now. Well, the big three entitlements already 
consume 42 percent of all Federal spending. But more importantly, 
every year of delay raises the final reform cost by $1 trillion. Addi- 
tionally, some people have said that anyone over age 55 should be 
exempt from entitlement reforms. But every year, four million baby 
boomers cross that threshold. By 2019, all baby boomers will be 55. 
So at that point your only choice would be to pull the rug out from 
under those over age 55. 

Nor does the Social Security Trust Fund reduce these long term 
obligations either. Yes, the Social Security Trust Fund likely guar- 
antees that benefits will be paid through 2037. But without any ac- 
tual economic assets in the Trust Fund, the painful tax increases 
and spending cuts I have described will need to begin in 2016 when 
the Social Security program falls into deficit. The Trust Fund does 
not reduce the future burden on taxpayers by a nickel. 

In conclusion, the challenge of financing retirement benefits is 
perhaps the greatest economic challenge of our era. Unless law- 
makers promptly reform Social Security, Medicare, and Medicaid, 
America faces a future of soaring taxes and Government spending 
that will cause poor economic performance and lower living stand- 
ards. The longer lawmakers wait to enact these reforms, the more 
painful they will be. 
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Thank you. 

[The prepared statement of Mr. Riedl follows:] 
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My name is Brian Ricdl. 1 am the Grover M. Hennanii Fellow in Federal Budgetary 
Affairs at The Heritage Foundation. Tlic views I express in this testimony are my own, and 
should not be construed as representing any official position of The Heritage Foundation. 

The most striking part of the 2008 Financial Report of the United States liovernment is 
not the balance sheets showing total assets of $2 trillion dwarfed by total liabilities of $12 
trillion. Rather, it is the Statements of Social Insurance, which show $43 trillion in e.xccss future 
expenditures over future revenues for Social Security and Medicare. Indeed, the Statement of the 
Comptroller General notes the need for the nation’s leaders to “turn their attention to the long- 
tenn challenges of addressing the federal governments large and growing structural deficits” and 
warns that “the federal government is on an unsustainable long-tenn fiscal path.'” 

.As a member of the bipartisan Fi.scal Wake-Up Tour that consists of representatives of 
the Concord Coalition, Heritage Foundation, and Brookings Institution, and fonner United States 
Comptroller General David Walker, 1 have spoken to thousands of Americans at public town hall 
meetings from coast to coast on the need to reform these entitlements. I will share with you what 
I have shared with these audiences. 

First, in the short term. President Obama has offered a budget that would increase federal 
spending to a peacetime-record 24.5 percent of GDP by 2019 - not even counting the health care 
plan. Because tax revenues cannot keep up with this spending growth, the President's budget 
would add $9. 1 trillion in new debt over the next decade. It wouki double the national debt to 82 
percent of GDP by 2019. 


' U.S. Dcparlnienl of the Treasury. 200H Financial Report of the United Slates (iovernment. al 
ht!p:,\ w\\-\\'.p:a(>.;d,()v/tiniUicial. 'tv2li(tH/0Sfriis^^.pdl pp. 29, 39-41. 
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By steeply increasing spending, and digging the nation deeper in debt, the President 
would leave the nation with less financial flexibility and fewer resources to deal with the $43 
trillion shortfall that Social Security and Medicare face over the next 75 years. 

The basic entitlement challenge is as follows: The first of 77 million baby boomers have 
already begun retiring. Combined with longer life spans, these retirements drive down the ratio 
of workers supporting each retiree. In 1960, five workers fiinded the benefits of each retiree. 
Today that ratio is 3:1, and by 2030 it will be just 2:1, To understand what a 2:1 worker-to- 
rctiree ratio means, imagine a boy and a girl bom today, in 2009. In 2030. they marry and start a 
family. This young couple will have to support themselves, their children - and the Social 
Security and Medicare benefits of their very own retiree. The costs will be enormous, especially 
given the steep rise in health care costs that plagues Medicare. The baby boomers' long-term 
care expenses will also drive Medicaid costs upward as well. 

Overall, the combined cost of Social Security, Medicare, and Medicaid is projected to 
rise by 10 percent of GDP - from 8.4 percent to I S.4 percent of GDP - by 2050. In the absence 
of roforni. these costs must be financed by raising taxes, slashing other government programs, or 
running ruinous budget deficits. 

First, let’s examine the tax increase option. Raising taxes to close that 1 0 percent of GDP 
gap would be economically devastating. In today's economy, a 10 percent of GDP tax increase 
would cost $12,000 per household annually. According to the Congressional Budget Office, the 
middle clas.s would be pushed into a 63 percent income tax bracket, the wealthy into an 88 
percent bracket^" and even that assumes health care cost growth slows down. And allowing the 


’ Peter R, Orezag. Direelor. Ceiigressional Budget Office, letter to Represeiitalive Paul If van (R \V1), May I P. 2008. 
at hUp:/\\-^v\VA hn.yjn'''llpLli>csV'\\;th>c 92 l 6 /li 5 -i 9 -Lon\;U’n}iHlul^etJxiUT-to-R\an.iKif 
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2001 and 2003 fax cuts to expire - including those that currently benefit low-income families 
would close just one-tenth of the long-tenn gap. 

A second option would finance these entitlements by cutting other programs. Surely, 
there are candidates for spending cuts. But in order to make room for the “big 3" entitlements, 
every remaining program except defense would have to be eliminated by 2030. And by 2049, 
defense w'ould have to be eliminated as well. At that point, 100 percent of the federal budget 
would have to go towards Social Security, Medicare, Medicaid, and net interest. 

The third option, simply running budget deficits, is no better. Borntwing an additional 10 
percent of CiDP annually - the equivalent today of .SI. 4 trillion - would drive the national debt to 
levels unseen in history, and create a vicious circle of rising interest rates and debt, resulting in 
economic collapse. 

The only real option is to refonn Social Security, Medicare, and Medicaid. An 
entitlement reform commi.ssion, such as the SAFE Commission^ proposed by Congressmen Jim 
Cooper (D-TN) and Frank Wolf (R-VA). could design sustainable entitlement reforms and 
allow Congress to vote up or down on the package.'' The Breaux -Thomas Bipartisan Medicare 
Commission of 1 997 is another example, but unfortunately, their strong I'cfonns were not 
adopted. 

Some have asked why Congress should worry now about long-tcmi costs. These "big 3” 
entitlements already consume 42 percent of regular federal spending. More importantly, every 
year of delay raises the final refomi cost by about SI trillion, as higher Social Security benefit 
levels and Medicare costs become locked in. Furthermore, many believe that anyone over age 5.3 

’ II.R, 15.S7. 

^ Alison .Acosta Fraser. "3 he SAFT Commi.ssion Act (II.R. 3654) aird the Long-'i'erni i-isca! Cirailengc" Heritage 
lArundalion 1 estimony betbre Coiiiniitlee on the Budget, United States ttouse oFRcpresentatires. .tune 25. 2tKiS tit 
h!tp://\nv\\\hcrilaiic.t)r^>/Rc-'^cnnh/Htnl^i’t/lslf}6250Hh.cjm 
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should be exempt from entitlement reforms. Yet every year, 4 million more baby boomers eross 
that threshold. By 2019, all 77 million baby boomers will have turned .55. So if we don't want to 
pull the Rig out from underneath baby boomers over age 55, lawmakers must begin reforming 
these programs as soon as possible. Tackling refonns immediately will reduce their ultimate 
costs, spread the burden across more people, and give baby boomers more time to adjust their 
retirement strategies. 

Nor does the Social Security Trust Fund reduce these long-tcnn obligations. Yes, the 
Social Security Trust Fund likely guarantees that full benefits will be paid through 2037. But 
without any actual economic assets in the trust fund, the painful tax increases or spending cuts 
will need to begin in 2016 when the Social Security program falls into deficit. The trust fund 
does not reduce the burden on future taxpayers at all. 

The challenge of financing retirement benefits is perhaps the greatest economic challenge 
of our era. Unless lawmakers promplly reform Social Security, Medicare, and Medicaid, 

America faces a future of soaring taxes and government spending that will cause poor economic 
performance. Americans will pay onerous taxes, and future generations will have lower living 
standards than Americans enjoy today. I'lie longer lawmakers wait to enact the necessary 
refonns, the more painful those reforms will be. I'liank you. 
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A Guide to Fixing Social Security, 
Medicare, and Medicaid 

Brian M. RiedI 


Tlie coming challenge of pacing Social Security, 
Medicare, and Medicaid hciiclits lo 77 million retiring 
baby boomers will be one of ihe greatest economic chal- 
lenges of the 2 Lst century. What Federal Rcscrc'c Chair- 
man Ben Bemanke called the ■'calm before ihe storm" 
ended on January 1, 2008, when the first baby boomers 
became eligible for early .Social .Security benefits.’ in 
three years, they will also become eligible for Medicare. 

In the coming decades, the tosi ol these programs 
will leap from 8,4 percent of gross domeslic product 
(GDP) to 18.6 percent ol' GDP — an increase of 10.2 
percent of GDP Without relorm, this increased cost 
would require raising taxes by tire ciirrcm equiva- 
lent of $12,072 per hou,sehold or eliminaiing every 
other government program. F-undingall ol the prom- 
ised benefits with income taxes would require rais- 
ing the .35 percent income tax bracket to at least 77 
percent and raising the 2:3 ircrccni tax brat:ket to at 
least 55 percent. 

Although aware of this coming crisis, Members of 
Congress have largely ignored it because all of the 
possible refoi'ms are considcreil politically risky. Yet 
delays only increase tlie pain ol the ultimate 
reforms, which are becoming about $1 trillion more 
expensive annually. Furthermore, many believe that 
Americans ages 55 and m cr shoitkl be exempt from 
any reforms, One-ilitrd ol all b.ilry boomers have 
already crossed that threshold, and at 4 million per 
year, all of tliein will haw: crossed It by 2019. 

Fiilillcmcnt refrimi is more than just an economic 
issue, Americans need lo decide whether they want a 
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Talking Points 

• The first of 77 million baby boomers have 
begun to collect Social Security and will soon 
start receiving Medicare and Medicaid benefits. 

• The total cost of these entitlement programs 
will increase from 8.4 percent of GDP to 18,6 
percent of GDP by 2050. in comparison, the 
entire federal budget is 20 percent of GDP. 

• To cover these additional costs, Congress 
would need to raise taxes permanently by 
the equivalent of $12,072 per household or 
eliminate every other federal program. 

• A first step in reforming the entitlement pro- 
grams is addressing whether or not entitle- 
ment programs should always have the first 
claim on tax dollars, leaving discretionary 
programs (e.g., defense, education, and vet- 
erans health) to fight over the remaining 
scraps of the federal budget. 


This pcipct. in its entirety, can be found at; 
www.herilage.org, 'Res(;aich/Budget/tig2n4.cfm 

Produced by the Thomas A. Roe Institute 
for Economic Policy Studies 

Published by The Heritage F-oundation 
214 Massachusett.s Avenue, NE 
Washington, DC 20002 -4999 
(202) 546-4400 • hertlage.org 

Nothing written here is to be construed as necessarily reflect- 
ing the views of The Heritage foundation or as an attempt 
to aid or hinder the passage of any bill before Congress. 
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lulurc in which older Americans have an automalic 
claim on one-fifth o! the future income of their 
grandchildren — who will be raising their owm chil- 
dren and paying off their home mortgages. Under 
the current system, retirees will spend one-third of 
their adult iix'cs in taxpayer-funded retirement 
while national security, education, health research, 
and amipoverly programs fight for the few remain- 
ing tax dollars. 

This paper provides an introduction to the com- 
ing crisis in Social Security, .Medicare, and Medicaid 
and sets up a tramework for the con.sideration of 
various refoiins. 

No Easy Solutions 

The Congressional Budget Office (CBO) projects 
that federal spending on Social Seciiriiy, Medicare, 
and Medicaici will leap Irom 8.4 jicrccm of GDP 
today to 18.6 percent by 20.60." (See Chart 1.) For 
comparison, the entire federal budget is 20 percent 
of GDP (.18 percent spent on programs and 2 per- 
cent on net interest). This massive cost increase will 


Major Entitlements Will Expand to 
18.6 Percent of GDP 


Spending {%GDP) 

20 % 
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M Soda! Security * 
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Bad Option 1: Funding Entitlements with Tax Increases j 
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be fueled by the 77 million retiring 
baby boomers, combined with steep 
innation in health care costs and 
aiuomalk: scheduled })enelil hikes. 

These costs far exceed what taxpay- 
Cl'S will be alilc to afford. Increasing 
taxes by 10,2 percent ol' GDP today 
would come to SI, 394 trillion, or 
$12,072 per household, (See Ciiart 2,) 
U could mean I'aising income tax 
rates by at least 120 percent — and 
probably more because tax increases 
slow economic growth and dampen 
new ixwenues — with additional raises 
thereafter.^ Funding all of the prom- 
ised benefits would rccjuire raising the 
36 percent income tax bracket to at 
least 77 percent and the 26 percent tax 
bracket tom least 63 percent.^ 


1 . lu-n Bcrn;m!v(,-. '1 ong-Tcrni i’isc.i! C'.hatlcngrs Puclng the liniiotl Slates," icsiinioiiy heiorc the (.\>!nnii;iee oii the Budgei, 

I, .''i n.ite, Binvusty Is. .200; , as y-wvdC(lin!hvs{-i\r.U'.n/hi>!inU<Hs/it'slinu>itv/2(\'7/lKk'>70l l■S/^l^i:illli.hllu U ctvn.tiy .200S'' 

2. ( on 4 res>i on. i! Buelyei i ilhec "I he i ong-Tcrtn Buti.uci tHiilook." December 2007, p. 5, ;ii ivuu.i 
i/i\S\srr/i..? Jfk \pd! riS'brnar)- 23. 200H), This tepresenis lire aliemaiive iiseal sccnauo 
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Regreitably, five common myihs undermine the 
cause for immediate action. 

MYTH 1; There is no hurry. 

Social Security Medicare, and Medicaid already 
absorb 42 percent of the federal budget and are 
growing by 7 percent annually making them the 
largest impediment to balancing the budget. Fur- 
thermore, many believe that anyone over age 55 
should be exempt from entitlement rclorms. 

Yet every year, 4 million more baby boomers 
turn 55, effectively locking in their future benefits 
(and taxpayer costs) by this standard. By 2019, all 
77 million baby boomers will have turned 55,'^ 
leaving future lawmakers with the unpalatable 
options of massive, economy -stagnating tax in- 
creases. unprecedented program icrminalions, or 
the paring back ol beneiils lov those over 55. Tack- 
ling reforms immediately will reduce their ultimate 
costs, spread the burden across more people, and 
give baby boomers more time to adjust their retire- 
ment strategies, 

MYTH 2: These budget projections are 
unreliable. 

Projecting economic variafiles such as growth 
and inflation rates is difficult, but the imjjending 
retirement of 77 million baby i)oomcrs is not a 
vague theoretical projection. The Social -Security 
costs ior these future retirees are deterniincd by a .set 
benefit formula, Medicare faces the same demo- 
gi'aphic realities, and its steep spending projections 
even assume a sharp slowdown in per capita 
growtii. These same baby boomers will al.so push up 
Medicaid spending on long-term care. 

MYTH 3: Kconomic growth will solve (he 
problem. 

Revenues associated with higher economic 
growth would help only marginally. As Federal 


Reserve Chairman Ben Bernankc has testified: 
Fconomic growth leads to higher wages and 
profits and thus increases tax receipts, but 
higher wages also imply increased Social 
Security benefits, as those benefits arc tied to 
wages. Higher incomes also tend to increase 
the demand for medical serwees so that, 
indirectly, higher incomes niay also increase 
federal health expcndtiurcs.^ 

In short, the same factors that could increase tax 
revenues would also increase sj.umding. 

MYTH 4: Cutting waste and pork is enough. 

Although Washington wastes billions oi dollars, 
cuts in federal spending cannot absorb a cosi 
increase of 10.2 percent of GDP in iact, oflsetting 
this spending hike would require eliminating eveiy 
other federal program by 2049 except interest pay- 
ments on the federal debt. Non-defense programs 
would be eliminated by 2030, and delense spend- 
ing would be eliminated by 2049. (See Chart 3.) 

MYTH 5: Letting the 2001 and 2003 tax cuts 
expire is enough. 

The CBC1 projects that tax revenues will increase 
from 18.8 percent of GDP to a record 22.8 percent by 
2050, but letting the 2001. and 2003 lax curs expire in 
201 1 \vould only nudge revenues up to 23,4 percent 
by 20.50.^' Thus, losing the fax cuts would close less 
than 1 percentage point of the 10,2 percent gap. 

Even that projection um-calistically as.sumes that 
such a large tax increase on lamilies, investors, and 
businesses would have no negative economic con- 
sequences and that Congress would not spend the 
new revenues elscwiicre. Massive new spending, 
not low tax revenues, is tire problem. 

All five of these myths distract America and its 
lawmakers from confronting the dil'licnh bin nec- 


V Individual inconio la.N iv\'cnui"' arc currciuiy 8.") pciccni of CIO!’ Adding tO.2 pcivcm o( (iDP rcj>vcscnis a 1 2t'' pcrccni 
increase over ihat in-igina! Icwl 

■t. Baby liooiner.s arc iici'iiKxl a< i1h>sc horn bciwccn Ddb .and 1964. 

5, Bernankc, "Long- lenu focal (..hailcrigcs facing ihe Uniicd Stales.'' 

6. Caicuiaied using C,'nngressh'>na! Budget Otlicc l.ong-Tcrni Budget OuiloiT,” pn. 44-46. at 
<buSS'/7/l2-M-! i fO.pd/ (rehuiar\ 2'3. 20081, and su]>plenieniai data, figuie i . I and figure S. >, at loi 
S'N\\'/duc.s’<S‘/7/Si)njv'c;iitTi(u(n.ii!{..v.b (fehruary 23. 20081. The 21.4 percent I'iguic assiiino that Congic.-'S docs not adjusi 
i!rc alscinadw niiniinuni ta.v ihrcshoid. if the Bush ia.\ cuts arc made ix’mianeiu ami the .AM ! is adjusted .innuatiy, the 
(T'O's rewnue ]■)|•o!el.li^>ns aic Nf 4 pcrcerii of (.sDB whieli is still well aho\c tiic !i!si(irkal a\ cr:iy,c. 
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cssary enritiemcnt reforms. The con- 
linued refusal lo modernize Social 
Security; Medicare, and Medicaid 
leaves only three options: 

1. Massive and economically debili- 
tating lax increases. (See Chart 2.) 

2. Elimination of other federal pro- 
grams. (See Chart 3.) 

3. Unprecedented budget deficits. 
(See Chart 4.) 

How Entitlements Hijack 
the Budget Process 

Biased budget rules arc a major 
obsiacic to fixing Social Securiiy, 
Medicare, and Medicaid. Eederal 
spending should he allocated based 
on national priorities, yet progratns 
classified as eniiilemenis are given a 
nearly untouchable status above dis- 
c re lion a ry programs . 

Eniitlenieni programs — includ- 
ing Social Security, Medicare, Medic- 
aid, most antipoverty prtigrams, farm 
subsidies, and refundafiie tax erccl- 
us — are effectively on autopilot. Their 
budgets grow automatically each year 
without going through the regular 
budget process, l.ieing examined, or 
being forced to justify their growth. 
Smaller entitlement programs are ex- 
amined only once or twice per decade 
when they arc reauthorized. Large emi- 
llement programs are not rec[uired to 
be reauthorized or re-examined. 

Each year, when Congress Ix'gins 
writing the annual budgci, it accepi.s 
the 33 |>ercenr of the budgci (and 
growing) sjx:nt on eniiilements as a 
given, .sets aside an additional percent 
lor net interest, and then .spends the 
rest of the year deciding how to allo- 
cate tlic remaining scraps to defense, 
homeland security, cducatimi, health 
research, iran.^poriatum, justice, for- 
eign aid. and the environment. 


S Chart 3 


Bad Option 2; 

Funding Entitlements by Cutting Other Programs 


Pereent of the Federal Budget 




2008 20i2 2016 2020 202-1 2028 20:.t2 2036 2040 2014 20-18 


I Fiscal Year 

■ Source; 1 ieritage Foundation caiculatiom ba^ed on data iVom th*? Coj'igi'(i;ssional 
r Budget Office. 


.ilCharM B21l4i 

j li 

? Bad Option 3: 

Funding Entitlements with Budget Deficits 

Federal Spending (%GDP) 
i; 80?S 


60% 


10?o 




O.XX; 2(X)8 2016 2024 2032 20-i0 2048 

Fiscal Year 

Source; ! icnt.igc I'OuiKt.-.Mon c.ilcuiidion', based on tia'a -I'lO Cic'iv-i'cssionii! 



WeM 

‘Heritage fbund0oti 




118 


No. 2114 Backgrounder March 12, 2008 


This prachce ccnnicts witis America’s budget pri- 
oritics. It effectively gives Medicare dmg subsidies 
for well-off Americans priority over body armor for 
American trot)ps serving in Iraq and Afghanistan. It 
guarantees farm subsidies to corporate agribusi- 
nessr's, Icaeing homeland security, education, and 
health research to fight over whatever tax dollars are 
lefl over. 

These trade-offs are not theoretical. AsScxtial Secu- 
rity Medicare, and. Medicaid costs surge over the next 
few decades, the funds available for other programs — 
such as delensc, education, {loveily relief, and veter- 
ans aid — ^will continue to shrink toward zero. 

Approaches for a Solution. Entitlements were 
originally placed on autopilot to provide predict- 
ability in eligibility standards and hend'ii formulas. 
While overhauling these standards and fonnulas 
each year would be unwise, Congress could con- 
vert major entitlements into 3()-ycar budgeted pro- 
grams that must be reviewed and reauthorized 
every five years to keep spending within long-term 
allowable levels. 

Additionally, Congress could create inggei-s that 
would automatically adjust the program if current 
and future .spending trends exceed the allowable 
amount, (This is similar to a law that triggers reform 
proposals when outside sources arc needed to fund at 
least 43 percent oi' Medicare sfx-nclvng.^) A.s long as 
the 30-year budget and five-year targets are wriuen 
realistically, any annual adjustments would Ixt small. 

The Coming Costs 

Over next few decades, the cost of providing 
promised Social Security Medicare, and Medicaid 
benefits will exceed projected revenues by trillions 
of dollars. 


Social Security. Social Security was created m 
1935 to provide pensions to Americans age 65 
and over.^' Old Age and Survivors Insurance is 
funded by a 10.6 percent payroll lax, split equally 
between employer and employee, on the first 
$102,000 earned — a level that is adjusted annu- 
ally for inflation. 

Initial Social Security benefits arc calculated 
based on the workers average montidy income, 
called the Average Indexed Monthly Earnings 
(AIME), during the worker’s 35 years of highest 
earnings. (Each year’s earnings are indexed lor sub- 
sequent average wage growth in the economy). 
Monthly benefits equal a percentage of the AIME, 
ranging from 90 percent for very low earners down 
to 15 percent for the higliest earners, Alter the ini- 
tial benefit is determined, it is indexed annually for 
price inflation. 

Currently the average annual benefit is approxi- 
mately $15,000. Those wlio live long can receive 
ixncfils well in e.x'cess of what they paid into the 
system. Those who die young can pass only mini- 
mal benefits on to their survivors. Fonhe most part, 
they can leave [itile to nothing of their contributions 
for their lieirs. 

The Tivblem. .Social Security spending is pro- 
jected to increase from 4,3 percent of GDP today to 
6,1 percent by 2050 — an increase of 1,8 percent ot 
GDP Today, a spending increase of 1,8 percent 
would equal $246 billion, or $2,130 per household. 
Of this s].)en(:iing hike, 55 percent would result from 
demograplvie changes, and 45 percent would result 
Irom higher benefit levels. 

The demographic side is simple. The 77 million 
reiiriTig baby boomers born between 1946 and 
1964 will overwhelm a Social Security system that 
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currently pays benefits to only' 42 million 
seniors. Not only wiH more Americans retire, but 
they will live longer and coiled benefits longer. In 
1940. a 6.5-year-old senior could expect to live 13 
more years. Today, that figure is 18 years and is pro- 
jected to increase to 22 years in coming decades. 
The combination of 77 million retiring baby 
boomers and longer life spans will double the num- 
ber of Social Security beneficiaries by 2030. while 
the number of taxpaying wc>rkcrs will increase by 
just 17 percent,’ ' 

This will endanger the program because todays 
benehts are paid by todays payroll taxes. Social 
Security's sustainability depends on having enough 
workers to support all of the retirees. In IQ60, five 
workers supported each retiree. This ratio has fallen 
to 3:. I and will drop to 2:1 by 2030. A 2:1 ratio 
means that each married c(n,iptc in 2030 will be 
supporting the Social Security and Medicare bene- 
fits of one retiree. 

Higher benefit levels will drive the rest of the cost 
increase. As staled, initial Social Security hcncrils 
are calculated by adjusting lifetime incomes upward 
for the ec(.momys averagt:' wage growifi over a j'ler- 
son’s woi'king life, whicli is luslorically higher than 
price inflation. This pushes peoples AIN-lhs well 
above their inflation-adjusted lifetime earnings, 
Because of this more generous formula, the CBO 
estimates that the average retirees infiatltm-atljusicd 
benefits will nearly double by 2075, 

What Ahoiit the Tnisl Fund? The Social Sccuriiy 
Trust Fund is the most misundcrsiood aspect of 
this program. In 198.3. with Social Security’s 
finances in dire straits and })al.)y boomers 
approaching retirement, lawmakers raised the pay- 
roll tax so that Social Sccuriiy could build a $5 tril- 
lion “surplus." Beginningin 2017, witen the payroll 
lax can no longer cover the rising annual program 
costs, this “trust fund” woukl he large enough to 


cover all program shortfalls until 2040. At least, 
that was the idea. 

In practice. Congress has already spent this 
money Each year, the Social Security program lends 
its surplus to Congress to spend on regular govern- 
ment programs in return fc'r special-issue Treasury 
bonds, which are backed only by the federal gov- 
ernments promise to repay (Ircrn. In 2017, when 
Social Security begins to redeem these bonds. Con 
gress — and the taxpayers — will start to repay the 
entire $5 trillion from scratch. 

This means the trust fund docs not save taxpay- 
ers a dime. Future taxpayers are still on the h(xik for 
the entire $5 trillion Social Security deficit between 
2017 and 2040, The '‘assets" (.4' the trust fund are 
only an lOU.a tally of how much the American peo- 
ple will have to repay tlic system. Congress taxed 
workers to build the tnisl fund, spent the money, 
and will have to tax thorn a second time to repay the 
trust fund. 

Critics respond that the federal government has 
never defaulted on its debt, so the Social Security 
program will definitely be repaid the $3 trillion, 
allowing it to pay full benefits until 2040. While this 
may be true, the key question is how lawmakers will 
find the extra $3 trillion. These critics must be 
counting on big tax increases or spending cuts eise- 
where in the budget beginning in 2017, 

Thus, 2040 is not a very important date. The 
program currently runs an $83 billion annual sur- 
plus that Congress uses to fund other federal pro- 
grams, thereby reducing the budget deficit by that 
amount.’^ The surplus will begin decreasing by 
2012, and Congress will be less able to use these 
funds to reduce the budget deficit ariificially. By 
2017, S(>dal Security will begin running a defidl, 
and Congress will need to begin transferring outside 
taxes into the system to pay full benefits. After 


! 1. This figure includes recipicnis otsuivivor.s iKirdi'^. .-Xppru.xinuticiy 8.8 miiiion nu'iv receive Social ''cciii ii) di.saluliiy 
!)a)’inems. See Social Securii) .Adtuinisuatic-n. t'sliicc of i’olicy. 'Monihly Si.uisiital Sn.»[)-.lioi, Decenitx'r 1007 . ai 
u'U'u.s.xrgo'./pi'/u v/,/()ts/iii(a).’hitoAua_s)uipsli.>i irehruary 2S. 2008). 
l.T (Congressional Budge! ddlsic, ' I lu' Looming Budgciary hnixici ol'Soticiys .Aging." I (•lig-ZAuigc l'i'( ui July >, 
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201 /, ihe amount ol outside taxes needed to pay all 
promised benefits will grow cveiy year. 

Approaches for a Solution. The options for pre- 
sening Social Securiiys solvency are relatively 
straightforward. Rather than dumping large debt or 
tax increases on the next generation, several feasible 
options exist to restrain program costs. One option 
is to raise the retirement age (currently set to rise to 
(i?' by 20.30) by two months each year until it 
reaches 70, which would allow future seniors an 
average retirement of 17 years. 

.3 second option would incorne-adjust benefits to 
target needy seniors more effectively This could be 
accomplished ihrougli “progressive indexing,'’ 
which would index initial benefit levels for middle- 
income and upper-income families to price inflation 
rather than wage growth, eliminating much of the 
increased .Social Security costs driven by higher ben- 
efits, This would also target more benefit growth to 
lower-income retirees, If accompanied by an 
increase in the retirement age, [irogrcssive indexing 
could eliminate the entire Social Security shortfall 

Finally, many economists believe that the con- 
sumer price index overstates inllaiion. Aligning 
Social Security’s innaiion adjusiment with the actual 
(and lower) inflation rate would save money while 
still providing benefit growth. 

In the long run, a more gcnerarionally equitable 
system would add a Social Sccuriry option in whicli 
individuals set aside money for their own retire- 
ment that they own lliemselves. The challenge is 
funding the transition period when one generation 
will need to fund current senior citizens’ benelils 
while prefunding its own rctiremcni. 

Persona! accourus by themselves do not reduce 
the taxpayer liabilities to current seniors. However, 


if Congress slightly pared back the growth rates oi 
benefits for upcoming retirees and allowed workers 
to direct a portion of their payroll tax savings into 
personal retirement accounts, workers coitld har- 
ness enough long-term investment growth to do 
much better than they can under today’s system, 
This is the most realistic way to fund two genera- 
tions of retirement on one generation’s payroll tax. 
Millions of Americans with 401 (k) plans and IlC\s 
already understand how even safe investments can 
grow significantly over several decades. ^ ' 

Medicare. Medicare was created in 1063 to pro- 
vide medical care to Americans age 65 and older. An 
average of just under $10,000 is spent annually on 
each of Medicare’s 43 million cnrollces,'^ Medicare 
has three main components; 

• Medicare Part A covers hospital and skilled 
nursing care. It is funded by a 2,7 percent payroll 
lax (split equally between employer and 
employee) on all income. For most enrollees, 
Medicare operates as a fee-for-service system, 
meaning that once the enrollee satisfies a modest 
deductible, Washington reimburses participat- 
ing health care providers lor seiwices based on a 
set paymem schedule. 

• Medicare Pan B covers physical and outpatient 
care. This optional program, in which most 
Medicare recipients )xu-licipate, requires recipi- 
ents to pay a monthly premium set at approxi- 
mately 23 percent of total program costs, leaving 
the taxpayers to fund tlie remaining 75 percent. 

• Medicare. Part D is the new prescription drug 
benefit enacted in 2003. This optional program 
is funded mostly from general tax revenues, 
although enrollees pay a small deductible and 
monihly premium. Enrollees choose from com- 
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pcting private health plans, which are reim- 
bursed by Washington. 

Only Medicare Part A is a social insurance pro- 
gram in which retirees "earn” their benefits with 
lifelong payroll taxes. Benefits for Medicare Parts B 
and D are not earned with payroll taxes. They are 
financed by general rc\’eruic (75 percent) and pre- 
miums (25 percent) paid by the senior enrollce. 

The Problem. Medicare costs are prcijecled to 
more than triple from 2.7 percent of GDP today to 
9.4 percent by 2050. in current terms, a cost 
increase o! 6.7 percent of GDP would equal $916 
billion, or $7,930 per fiou.schold annually. 

Even this projection assumes that per capita 
Medicare costs will grow only about i percentage 
point taster than CD!) even though Medicare costs 
have grown an annual average of 2.4 peircniage 
points fasiei' than GDP since the i970s.''^ If this 
trend continues, actual Medicare costs through 
2030 could be doulilc the current projection. 

Medicare faces the same, demographic challenges 
as Social .Security, and the projected increase in 
seniors over age 85 will add addihona! strains."^' It 
also faces sleep inflation in health care costs that will 
increase its long-term debt well beyond .Social Secu- 
rity’s debt, Overall, health spending has been 
increasing 7 percent to .10 percent annually. Health 
spending averaged $7,026 per person in 2006, or 
.16 percent of GDP'’ Furrliermore, creation of the 
Medicare prescription dmg eniitlcmcni added 
approximately S8 trillion to Medicare's 75-yenr 
u n f u n d e d 0 1.) 1 i ga t i 0 n s , " 


What About the Trust Fund? Medicare Part A is 
funded by payroll taxes that are theoretically 
“saved” in a trust fund for future retirees. Parts B and 
D are not funded by payroll taxes. As with .Social 
Security; Congress has already spent all past sur- 
pluses for Part A, leaving taxpayers to fund all future 
shortfalls from scratch. The program is projected to 
begin running a deficit in 2010 (2007 if interest 
income is excluded) and then remain in deficit 
indefinitely."^ Bccau.se at least 75 percent of Parts B 
and D is funded by taxj^ayers, these programs also 
face enormous long-term deficits. 

Approaches for a Sohuion. Medicare reform is 
very' complex. While Social .Security' transfers 
income from one grt.^up to another and therefore 
can be fixed with formula changes, fixing Medicare 
is more dillicuit because it is a major pan of the 
health care economy. Thus far, reforms have cen- 
tered on reducing payment rates to doctors and 
hospitals, but payment rates are already well below 
market prices. This amounts to rationing health 
care, which may reduce costs but will not advance 
better care or cnc(.n!rage more rational decisions. 

Some reforms, which could be made quickly, 
would significantly rein in Medicare costs, (hne 
new approach would be to reduce the massive Part 
B and Fart D subsidies for upper-incotne families. 
These programs are not social insurance: Enrollees 
did not earn tltcir benefits with payroll taxes, 
Rathci; they arc large subsidies from taxpayers. Part 
B iv<vnily began modest ineorne-relaiing. President 
Busit has pn.'poscd larger means-testing of Pans B 
and D. 
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Long-term fundamental reform will likely involve 
bringing more choice and compeiilion into health 
care, such as moving Medicare from a defined-benefit 
system to a defincd-coniiibution system. The Fed- 
eral Fmpioyees Health Benefits Program (FFHBP) 
lias lickl dowm costs by creating a voucher-ivpe sys- 
tem for federal employees to purchase coverage from 
competing^ health plans that offer differing coverage 
and costs. By creating more choice and compeli- 
liori, the FEHBP has held down cost increases and 
may serve as a model for Medicare refonn. 

Medicaid. Medicaid is a federal-state partner- 
ship, created in 1965, that provides medical care to 
•46 million low-income mclividuals. Stales nm their 
own Medicaid programs, while Washington sets 
minimum eligibility and benefit standards and 
reimburses states bn- an average of 57 percent of all 
program costs. Approximately one-third of Medic- 
aid spending is on .senior citizens, partly because 
Medicare does not cover most iong-ierin care such 
as nursing homes. Overall, Medicaid finances 40 
percent, of all long-term care costs. 

The Prohkm. Federal Medicaid spending is pro- 
jected to jump from 1 ,4 percent of GDP to 3.1 per- 
cent by 20.50. Today, a 1,7 percent ofGDP .spending 
hike would ct|Liai $232 billion, or $2,012 per 
liouschold. Most of this spending growth will conic 
Irom senior citizens, vvho.se long-term care costs are 
not covered by Medicare. 

Two other factors will also drive up Medicaid 
costs: inflation of health care costs and the funding 
structure, which encourages states to overspend on 
Medicaid, Because Wasliingion reimburses states 
for .57 percem of aii costs, every dollar that a state 
s|)ends on Medicaid giiaraniees an arklitional $ ! .33 
grant from Washington. Consequemly, states have 


a stronger incentive to allocate their budgets to 
expand Medicaid benefits and eligibility levels 
rather than to provide lax relief or education, 
regardless of the state's actual needs. 

Not surprisingly, approximately 60 porceru of 
the average states Medicaid budget is now spent on 
optional services and populations beyond the fed 
eral minimum."^ These optional services, such as 
weight-loss help and substance -abuse treatment, 
have played a large role in increa.sing the programs 
spending b^y an inflation- adjusted 227 percent 
since 1990.' ' 

Approtichcs for a Solulion. Converting Medicaid 
into a block grant to states would eliminate state 
incentives to overspend on Medicaid. Additionally, 
giving states more flexibility to craft different M,edic- 
aid packages for different individuals based on their 
unique personal drcuinsiance.s could save money 
while improving service deiivery,^^ State incentive.s 
to help individuals purdiase long- term care insur- 
ance could also substantially reduce Medicaids bur- 
den insolar as these expen.ses arc concerned. 

Conclusion 

Unless lawmakers promptly reform Social Secu- 
rity Medicare, and Medicaid, America faces a future 
of soaring taxes and government .spending that will 
cause poor economic performance, Americans will 
pay onci'ous taxes, and fuiure generations will have 
lower living .standards than Americans enjoy today. 
The longer lawmakers wait to enact the necessary 
reforms, the more painful those reforms will be. 

— Brictn M. Ricdl Is (h'ovrr M, Hennunri Fdknv i/i 
Fcilcral Ikulj^ckiiy Affairs in {lie Thomas A. Roc Institute 
(or Fconomu: Policy Studies at The I lentuye Foundation. 
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Ms. Watson. I want to thank all of the witnesses. 

Mr. Riedl, when we propose our questions to you, I would like 
not only responses to those questions but recommendations. If we 
have to reform the entitlement programs, the top three, where does 
that leave the safety net for society? So I would like you to let us 
know from your investigation research what you would recommend. 

Mr. Riedl. That is a great question. I will be happy to answer 
it. 

Ms. Watson. OK. I would like to call on Mr. Bilbray, our ranking 
member. 

Mr. Bilbray. Let me just say as a former mayor and county 
chairman, let us also not forget about the fact that the Federal 
Government thinks of itself in isolation. But then you have the 
other segments of the front line service — the counties, the cities, 
and the States — and the impact there. 

You are looking at just the resources of 40 percent of the Federal 
Government. But when we get into this crisis, it is a very real pos- 
sibility that we will want to make a priority decision and basically 
say that the Federal Government needs to absorb all of the govern- 
ment funds that are generated in this country and supersede local 
and community funding. 

Do the American people want to see now all funding and power 
centralized in the Federal system and to literally bleed the local 
and community systems dry of any money? Because there is only 
so much capital in there. We totally ignore the fact of the eventual 
impact on the local communities. We might have to decide, is Medi- 
care more important than having sewer service? Is Social Security 
more important than having a firefighter? Those are legitimate ar- 
guments. 

We forget that the great separations of power in this country are 
not between the three branches of the Federal Government but ac- 
tually between the city, county. State, and Federal Governments. 
Those other segments are going to be impacted somewhere down 
the line as a revenue source that we could tap into but at what 
cost. 

Thank you very much. I yield back. 

Ms. Watson. Thank you so much. I thank the audience for being 
here with us and for your patience. I will now declare the meeting 
adjourned. Thank you. 

[Whereupon, at 4:10 p.m., the subcommittee was adjourned.] 
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